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I. MARGINAL TAX RATE REDUCTION
A. INDIVIDUAL INCOME TAX RATE STRUCTURE

(Sec. 101 of the bill and Sec. 1 of the Code)
PRESENT LAW

Under the Federal individual income tax system, an individual
who is a citizen or a resident of the United States generally is sub-
ject to tax on worldwide taxable income. Taxable income is total
gross income less certain exclusions, exemptions, and deductions.
An individual may claim either a standard deduction or itemized
deductions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income. This tax liability is then reduced by any applicable
tax credits. The regular income tax rate schedules are divided into
several ranges of income, known as income brackets, and the mar-
ginal tax rate increases as the individual’s income increases. The
income bracket amounts are adjusted annually for inflation. Sepa-
rate rate schedules apply based on filing status: single individuals
(other than heads of households and surviving spouses), heads of
households, married individuals filing joint returns (including sur-
viving spouses), married individuals filing separate returns, and es-
tates and trusts. Lower rates may apply to capital gains.

For 2001, the regular income tax rate schedules for individuals
are shown in Table 1, below. The rate bracket breakpoints for mar-
ried individuals filing separate returns are exactly one-half of the
rate brackets for married individuals filing joint returns. A sepa-
rate, compressed rate schedule applies to estates and trusts.

TABLE 1.—INDIVIDUAL REGULAR INCOME TAX RATES FOR 2001

If taxable income is over But not over Then regular income tax equals

Single individuals

$0 $27,050 15 percent of taxable income.

$27,050 65,550  $4,057.50, plus 28% of the amount over $27,050.

$65,550 136,750  $14,837.50, plus 31% of the amount over $65,550.

$136,750 297,350  $36,909.50, plus 36% of the amount over $136,750.

Over $297,350 $94,725.50, plus 39.6% of the amount over $297,350.
Heads of households

$0 36,250 15 percent of taxable income.

$36,250 93,650 $5,437.50, plus 28% of the amount over $36,250.

$93,650 151,650  $21,509.50, plus 31% of the amount over $93,650.

o))
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TABLE 1.—INDIVIDUAL REGULAR INCOME TAX RATES FOR 2001—Continued

If taxable income is over But not over Then regular income tax equals

$151,650 297,350  $39,489.50, plus 36% of the amount over $151,650.
Over $297,350 $91,941.50, plus 39.6% of the amount over $297,350.

Married individuals filing joint returns
$0 45,200 15 percent of taxable income.
$45,200 109,250  $6,780.00, plus 28% of the amount over $45,200.
$109,250 166,500  $24,714.50, plus 31% of the amount over $109,250.
$166,500 297,350  $42,461.50, plus 36% of the amount over $166,500.
Over $297,350 $89,567.50, plus 39.6% of the amount over $297,350

REASONS FOR CHANGE

The Committee believes that providing tax relief to the American
people is appropriate for a number of reasons. The Congressional
Budget Office (“CBO”) projects budget surpluses of $5.6 trillion
over the next 10 fiscal years (2001-2010). Federal revenues have
been rising as a share of the gross domestic product (“GDP”). CBO
projects that, during the fiscal year 2001-2010 period, Federal rev-
enues will be more than 20 percent of the GDP annually. By con-
trast, during the early 1990’s, Federal revenues generally were
only 17-18 percent of the GDP. Individual income taxes account for
most of the recent rise in revenues as a percentage of GDP. Federal
individual income tax revenues rose to over 10 percent of GDP in
fiscal year 2000 for the first time in history and are projected by
the CBO to exceed 10 percent of GDP for each of the fiscal years
2001-2010. The CBO projects that the growth of Federal revenues
will, for fiscal year 2001, outstrip the growth of GDP for the ninth
consecutive year. Moreover, the CBO states that “[t]he most signifi-
cant source of the growth of income taxes relative to GDP was the
increase in the effective tax rate.”1

Taking these things into account, the Committee believes that at
least a portion of the projected budget surpluses should be returned
to the taxpayers who are paying Federal income taxes while still
retaining adequate monies to pay down the public debt, fund prior-
ities such as education and defense, and secure the future of Social
Security and Medicare. The Committee believes that this bill pro-
vides the appropriate level of tax relief without threatening fund-
ing for other national priorities.

The Committee bill provides immediate tax relief to American
taxpayers in the form of a new rate bracket for the first $6,000 of
taxable income for single individuals and the first $12,000 of tax-
able income for married couples filing a joint return. This new 10-
percent rate bracket is effective this year. The Committee believes
that such immediate tax relief may encourage short-term growth in
the economy by providing individuals with additional cash to
spend. Also, the new 10-percent rate bracket in the Committee bill
delivers more benefit as a percentage of income to low-income tax-
payers than high-income taxpayers.

The Committee bill will provide tax relief to more than 100 mil-
lion income tax returns of individuals, including at least 16 million
returns of individuals of owners of businesses (sole proprietorships,

1 Congressional Budget Office, Congress of the United States, The Budget and Economic Out-
look: Fiscal Years 2002—-2011, January 2001, at 56.
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partnerships, and S corporations). The Committee believes that
this tax cut will lead to increased investment by these businesses,
promoting long-term growth and stability in the economy and re-
warding the businessmen and women who provide a foundation for
our country’s success.

The Committee also believes that it is appropriate to repeal the
10-percent surtax imposed in 1993 to cut the deficit. This 10-per-
cent surtax on top of the 36-percent rate resulted in a 39.6-percent
marginal tax rate for those in the highest income tax bracket. Be-
cause the Congressional Budget Office is projecting budget sur-
pluses over the next ten years, the Committee believes that it is
appropriate to repeal this deficit-era surtax.

Finally, the Committee believes that the lower rates provided by
this bill is a fair means to provide tax relief for all taxpayers.

EXPLANATION OF PROVISION

In general

The bill creates a new 10-percent regular income tax bracket for
a portion of taxable income that is currently taxed at 15 percent,
effective for taxable years beginning after December 31, 2000. The
bill also reduces other regular income tax rates. By 2007, the
present-law individual income tax rates of 28 percent, 31 percent,
36 percent and 39.6 percent will be lowered to 25 percent, 28 per-
cent, 33 percent, and 36 percent, respectively.

New low-rate bracket

The bill establishes a new 10-percent regular income tax rate
bracket for a portion of taxable income that is currently taxed at
15 percent, as shown in Table 3, below. The taxable income levels
for the new 10-percent rate bracket will be adjusted annually for
inflation for taxable years beginning after December 31, 2006. The
new low-rate bracket for joint returns and head of household re-
turns will be rounded down to the nearest $50. The bracket for sin-
gle individuals and married individuals filing separately will be
one-half the bracket for joint returns (after adjustment for infla-
tion).

The 10-percent rate bracket applies to the first $6,000 of taxable
income for single individuals, $10,000 of taxable income for heads
of households, and $12,000 for married couples filing joint returns.

Modification of 15-percent bracket

The 15-percent regular income tax bracket is modified to begin
at the end of the new low-rate regular income tax bracket. The 15-
percent regular income tax bracket ends at the same level as under
present law. The bill also makes other changes to the 15-percent
rate bracket.2

Reduction of other rates

The present-law regular income tax rates of 28 percent, 31 per-
cent, 36 percent, and 39.6 percent are phased-down over six years
to 25 percent, 28 percent, 33 percent, and 36 percent, effective for
taxable years beginning after December 31, 2001. The taxable in-

2See the discussion of marriage penalty relief, below (Sec. 302 of the bill).
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come levels for the new rates are the same as the taxable income
levels that apply under the present-law rates.
Table 2, below, shows the schedule of regular income tax rate re-

ductions.

TABLE 2.—REGULAR INCOME TAX RATE REDUCTIONS
2002-2004 21 30 35 38.6
2005-2006 26 29 34 376
2007 and later 25 28 33 36%

Projected regular income tax rate schedules under the bill

Table 3, below, shows the projected individual regular income tax

rate schedules when the rate reductions are fully phased-in (i.e.,
for 2007). As under present law, the rate brackets for married tax-
payers filing separate returns will be one half the rate brackets for
married individuals filing joint returns. In addition, appropriate
adjustments will be made to the separate, compressed rate sched-
ule for estate and trusts.

TABLE 3.—INDIVIDUAL REGULAR INCOME TAX RATES FOR 2007 (PROJECTED)

If taxable income is But not over Then regular income tax equals

Single individuals

X % of taxable income.

$0 $6,150 10 % of ble i

$6,150 31,700  $615, plus 15 % of the amount over $6,150.
$31,700 76,800  $4,447.50, plus 25% of the amount over $31,700.
$76,800 160,250  $15,722.50 plus 28% of the amount over $76,800.
$160,250 348,350  $39,088.50 plus 33% of the amount over $160,250.

Over $348,350

$101,161.50, plus 36% of the amount over $348,350.

Heads of households

$0 10,250 10 % of taxable income.

$10,250 42,500 $1,025, plus 15% of the amount over $10,250.
$42,500 109,700  $5,862.50, plus 25% of the amount over $42,500.
$109,700 177,650  $22,662.50, plus 28% of the amount over $109,700.
$177,650 348,350 $41,688.50, plus 33% of the amount over $177,650.

Over $348,350

$98,019.50, plus 36% of the amount over $348,350.

Married individuals filing joint returns

$0 12,300 10 % of taxable income.

$12,300 357,050++ $1,230, plus 15% of the amount over $12,300.
$57,050 128,000 $7,942.50, plus 25% of the amount over $57,050.
$128,000 195,050  $25,680, plus 28% of the amount over $128,000.
$195,050 348,350  $44,454, plus 33% of the amount over $195,050.

Over $348,350

$95,043, plus 36% of the amount over $348,350.

3The end point of the 15-percent rate bracket for married individuals filing joint returns also reflects the phase-in of the increase in the

size of the 15-percent bracket in section 302 of the bill, below.

Revised wage withholding for 2001

Under present law, the Secretary of the Treasury is authorized
to prescribe appropriate income tax withholding tables or computa-
tional procedures for the withholding of income taxes from wages
paid by employers. The Secretary is expected to make appropriate
revisions to the wage withholding tables to reflect the rate reduc-
tion for calendar year 2001 as expeditiously as possible.
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EFFECTIVE DATE

The new 10-percent rate bracket is effective for taxable years be-
ginning after December 31, 2000. The reduction in the 28 percent,
31 percent, 36 percent, and 39.6 percent rates is phased-in begin-
ning in taxable years beginning after December 31, 2001.

B. INCREASE STARTING POINT FOR PHASE-OUT OF ITEMIZED
DEDUCTIONS (SEC. 102 OF THE BILL AND SEC. 68 OF THE CODE)

PRESENT LAW

Itemized deductions

Taxpayers may choose to claim either the basic standard deduc-
tion (and additional standard deductions, if applicable) or itemized
deductions (subject to certain limitations) for certain expenses in-
curred during the taxable year. Among these deductible expenses
are unreimbursed medical expenses, investment interest, casualty
and theft losses, wagering losses, charitable contributions, qualified
residence interest, State and local income and property taxes, unre-
imbursed employee business expenses, and certain other miscella-
neous expenses.

Overall limitation on itemized deductions (“Pease” limitation)

Under present law, the total amount of otherwise allowable
itemized deductions (other than medical expenses, investment in-
terest, and casualty, theft, or wagering losses) is reduced by three
percent of the amount of the taxpayer’s adjusted gross income in
excess of $132,950 in 2001 ($66,475 for married couples filing sepa-
rate returns). These amounts are adjusted annually for inflation. In
computing this reduction of total itemized deductions, all present-
law limitations applicable to such deductions (such as the separate
floors) are first applied and, then, the otherwise allowable total
amount of itemized deductions is reduced in accordance with this
provision. Under this provision, the otherwise allowable itemized
deductions may not be reduced by more than 80 percent.

REASONS FOR CHANGE

The Committee believes that the overall limitation on itemized
deductions is an unnecessarily complex way to impose taxes and
that the “hidden” way in which the limitation raises marginal tax
rates undermines respect for the tax laws. The staff of the Joint
Committee on Taxation recommended the elimination of certain
phase-outs, including the overall limitation on itemized deductions,
in a recent study containing recommendations for simplification of
the Code.* The overall limitation on itemized deductions requires
a 10-line worksheet. Moreover, the first line of that worksheet re-
quires the adding up of seven lines from Schedule A of the Form
1040, and the second line requires the adding up of four lines of
Schedule A of the Form 1040. The Committee believes that reduc-

4Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and Rec-
ommendations for Simplification, Pursuant to section 8022(3)(B) of the Internal Revenue Code
of 1986 (JCS-3-01), April 2001.
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ing the application of the overall limitation on itemized deductions
will significantly reduce complexity for affected taxpayers.

EXPLANATION OF PROVISION

The bill increases the starting point of the overall limitation on
itemized deductions for all taxpayers (other than married couples
filing separate returns) to the starting point of the personal exemp-
tion phase-out for married couples filing a joint return. This
amount is projected under present law to be $245,500 in 2009. The
starting point of the overall limitation on itemized deductions for
married couples filing separate returns would continue to be one-
half of the amount for other taxpayers.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2008.

C. REPEAL OF PHASE-OUT OF PERSONAL EXEMPTIONS

(Sec. 103 of the bill and Sec. 151(d)(3) of the Code)
PRESENT LAW

In order to determine taxable income, an individual reduces ad-
justed gross income by any personal exemptions, deductions, and
either the applicable standard deduction or itemized deductions.
Personal exemptions generally are allowed for the taxpayer, his or
her spouse, and any dependents. For 2001, the amount deductible
for each personal exemption is $2,900. This amount is adjusted an-
nually for inflation.

Under present law, the deduction for personal exemptions is
phased-out ratably for taxpayers with adjusted gross income over
certain thresholds. The applicable thresholds for 2001 are $132,950
for single individuals, $199,450 for married individuals filing a
joint return, $166,200 for heads of households, and $99,725 for
married individuals filing separate returns. These thresholds are
adjusted annually for inflation.

The total amount of exemptions that may be claimed by a tax-
payer is reduced by two percent for each $2,500 (or portion thereof)
by which the taxpayer’s adjusted gross income exceeds the applica-
ble threshold. The phase-out rate is two percent for each $1,250 for
married taxpayers filing separate returns. Thus, the personal ex-
emptions claimed are phased-out over a $122,500 range ($61,250
for married taxpayers filing separate returns), beginning at the ap-

licable threshold. The size of these phase-out ranges ($122,500/
§61,250) is not adjusted for inflation. For 2001, the point at which
a taxpayer’s personal exemptions are completely phased-out is
$255,450 for single individuals, $321,950 for married individuals
filing a joint return, $288,700 for heads of households, and
$160,975 for married individuals filing separate returns.

REASONS FOR CHANGE

The Committee believes that the personal exemption phase-out is
an unnecessarily complex way to impose income taxes and that the
“hidden” way in which the phase-out raises marginal tax rates un-
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dermines respect for the tax laws. The staff of the Joint Committee
on Taxation recommended the elimination of certain phase-outs, in-
cluding the personal exemption phase-out, in a recent study con-
taining recommendations for simplification of the Code.? Further-
more, the Committee believes that the phase-out imposes exces-
sively high effective marginal tax rates on families with children.
The repeal of the personal exemption phase-out would restore the
full exemption amount to all taxpayers and would simplify the tax
laws.

EXPLANATION OF PROVISION
The bill repeals the personal exemption phase-out.
EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2008.

D. COMPLIANCE WITH CONGRESSIONAL BUDGET ACT

(Secs. 111 and 112 of the bill)
PRESENT LAW

Reconciliation is a procedure under the Congressional Budget Act
of 1974 (the “Budget Act”) by which Congress implements spending
and tax policies contained in a budget resolution. The Budget Act
contains numerous rules enforcing the scope of items permitted to
be considered under the budget reconciliation process. One such
rule, the so-called “Byrd rule,” was incorporated into the Budget
Act in 1990. The Byrd rule, named after its principal sponsor, Sen-
ator Robert C. Byrd, is contained in section 313 of the Budget Act.
The Byrd rule generally permits members to raise a point of order
against extraneous provisions (those which are unrelated to the
goals of the reconciliation process) from either a reconciliation bill
or a conference report on such bill.

Under the Byrd rule, a provision is considered to be extraneous
if it falls under one or more of the following six definitions:

(1) It does not produce a change in outlays or revenues;

(2) It produces an outlay increase or revenue decrease when
the instructed committee is not in compliance with its instruc-
tions;

(8) It is outside of the jurisdiction of the committee that sub-
mitted the title or provision for inclusion in the reconciliation
measure;

(4) It produces a change in outlays or revenues which is
merely incidental to the nonbudgetary components of the provi-
sion;

(5) It would increase net outlays or decrease revenues for a
ﬁsc(:ial year beyond those covered by the reconciliation measure;
an

(6) It recommends changes in Social Security.

5Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and Rec-
ommendations for Simplification, Pursuant to section 8022(3)(B) of the Internal Revenue Code
of 1986 (JCS-3-01), April 2001.
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REASONS FOR CHANGE

This title of the bill contains language sunsetting each provision
in the title in order to preclude each such provision from violating
the fifth definition of extraneity of the Byrd rule. Inclusion of the
language restoring each such provision would undo the sunset lan-
guage; therefore, the “restoration” language is itself subject to the
Byrd rule.

EXPLANATION OF PROVISION

Sunset of provisions

To ensure compliance with the Budget Act, the bill provides that
all provisions of, and amendments made by, the bill relating to in-
come tax rates which are in effect on September 30, 2011, shall
cease to apply as of the close of September 30, 2011.

Restoration of provisions

All provisions of, and amendments made by, the bill relating to
income tax rates which were terminated under the sunset provision
shall begin to apply again as of October 1, 2011, as provided in
each such provision or amendment.



II. CHILD TAX CREDIT
A. INCREASE AND EXPAND THE CHILD TAX CREDIT

(Sec. 201 of the bill and Sec. 24 of the Code)
PRESENT LAW

Under present law, an individual may claim a $500 tax credit for
each qualifying child under the age of 17. In general, a qualifying
child is an individual for whom the taxpayer can claim a depend-
ency exemption and who is the taxpayer’s son or daughter (or de-
scendent of either), stepson or stepdaughter, or eligible foster child.

The child tax credit is phased-out for individuals with income
over certain thresholds. Specifically, the otherwise allowable child
tax credit is reduced by $50 for each $1,000 (or fraction thereof) of
modified adjusted gross income over $75,000 for single individuals
or heads of households, $110,000 for married individuals filing joint
returns, and $55,000 for married individuals filing separate re-
turns. Modified adjusted gross income is the taxpayer’s total gross
income plus certain amounts excluded from gross income (i.e., ex-
cluded income of U.S. citizens or residents living abroad (Sec. 911);
residents of Guam, American Samoa, and the Northern Mariana Is-
lands (Sec. 931); and residents of Puerto Rico (Sec. 933)). The
length of the phase-out range depends on the number of qualifying
children. For example, the phase-out range for a single individual
with one qualifying child is between $75,000 and $85,000 of modi-
fied adjusted gross income. The phase-out range for a single indi-
gidual with two qualifying children is between $75,000 and

95,000.

The child tax credit is not adjusted annually for inflation.

In general, the child tax credit is nonrefundable. However, for
families with three or more qualifying children, the child tax credit
is refundable up to the amount by which the taxpayer’s Social Se-
curity taxes exceed the taxpayer’s earned income credit.

Alternative minimum tax liability

An individual’s alternative minimum tax liability reduces the
amount of the refundable earned income credit and, for taxable
years beginning after December 31, 2001, the amount of the re-
fundable child credit for families with three or more children. This
is known as the alternative minimum tax offset of refundable cred-
its.

Through 2001, an individual generally may reduce his or her ten-
tative alternative minimum tax liability by nonrefundable personal
tax credits (such as the $500 child tax credit and the adoption tax
credit). For taxable years beginning after December 31, 2001, non-
refundable personal tax credits may not reduce an individual’s in-

9
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come tax liability below his or her tentative alternative minimum
tax.

REASONS FOR CHANGE

The Committee believes that a tax credit for families with chil-
dren recognizes the importance of helping families raise children.
This provision doubles the child tax credit in order to provide addi-
tional tax relief to families to help offset the significant costs of
raising a child. Further, the Committee believes that in order to ex-
tend some of the benefit of the child credit to families who cur-
rently do not benefit, the refundable child credit should be made
available to families regardless of the number of children (rather
than only families with three or more children). Additionally, the
Committee believes that the child credit should be allowed to offset
the alternative minimum tax. The Committee bill also repeals the
present-law provision reducing the refundable child credit by the
amount of the alternative minimum tax in order to ensure that no
taxpayer will face an increase in net income tax liability as a result
of the interaction of the alternative minimum tax with the regular
income tax reductions in the Committee bill.

EXPLANATION OF PROVISION

The bill increases the child tax credit to $1,000, phased-in over
eleven years, effective for taxable years beginning after December
31, 2000.

Table 4, below, shows the increase of the child tax credit.

TABLE 4.—INCREASE OF THE CHILD TAX CREDIT

Credit amount

Calendar year per child

2001-2003 $600
2004-2006 700
2007-2009 800
2010 900

2011 and later 1,000

The bill allows the child credit to be claimed against both the
regular tax and the alternative minimum tax permanently and re-
peals the alternative minimum tax offset of refundable credits. Fi-
nally, the bill makes the child credit refundable to the extent of 15
percent of the taxpayer’s earned income in excess of $10,000.6
Thus, in 2001, families with earned income of at least $14,000 and
one child will get a refundable credit of $600. Families with three
or more children are allowed a refundable credit for the amount by
which the taxpayer’s social security taxes exceed the taxpayer’s
earned income credit (the present-law rule), if that amount is
greater than 15 percent of the taxpayer’s earned income in excess
of $10,000.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

6 For these purposes, earned income is defined as under section 32, as amended by this bill.
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B. CoMPLIANCE WITH CONGRESSIONAL BUDGET ACT

(Secs. 211 and 212 of the bill)
PRESENT LAW

Reconciliation is a procedure under the Congressional Budget Act
of 1974 (the “Budget Act”) by which Congress implements spending
and tax policies contained in a budget resolution. The Budget Act
contains numerous rules enforcing the scope of items permitted to
be considered under the budget reconciliation process. One such
rule, the so-called “Byrd rule,” was incorporated into the Budget
Act in 1990. The Byrd rule, named after its principal sponsor, Sen-
ator Robert C. Byrd, is contained in section 313 of the Budget Act.
The Byrd rule generally permits members to raise a point of order
against extraneous provisions (those which are unrelated to the
goals of the reconciliation process) from either a reconciliation bill
or a conference report on such bill.

Under the Byrd rule, a provision is considered to be extraneous
if it falls under one or more of the following six definitions:

(1) It does not produce a change in outlays or revenues;

(2) It produces an outlay increase or revenue decrease when
the instructed committee is not in compliance with its instruc-
tions;

(3) It is outside of the jurisdiction of the committee that sub-
mitted the title or provision for inclusion in the reconciliation
measure;

(4) It produces a change in outlays or revenues which is
merely incidental to the nonbudgetary components of the provi-
sion;

(5) It would increase net outlays or decrease revenues for a
fiscal year beyond those covered by the reconciliation measure;
and

(6) It recommends changes in Social Security.

REASONS FOR CHANGE

This title of the bill contains language sunsetting each provision
in the title in order to preclude each such provision from violating
the fifth definition of extraneity of the Byrd rule. Inclusion of the
language restoring each such provision would undo the sunset lan-
guage; therefore, the “restoration” language is itself subject to the
Byrd rule.

EXPLANATION OF PROVISION

Sunset of provisions

To ensure compliance with the Budget Act, the bill provides that
all provisions of, and amendments made by, the bill relating to the
child tax credit which are in effect on September 30, 2011, shall
cease to apply as of the close of September 30, 2011.

RESTORATION OF PROVISIONS

All provisions of, and amendments made by, the bill relating to
the child tax credit which were terminated under the sunset provi-
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sion shall begin to apply again as of October 1, 2011, as provided
in each such provision or amendment.



III. MARRIAGE PENALTY RELIEF PROVISIONS
A. STANDARD DEDUCTION MARRIAGE PENALTY RELIEF

(Sec. 301 of the bill and Sec. 63 of the Code)
PRESENT LAW

Marriage penalty

A married couple generally is treated as one tax unit that must
pay tax on the couple’s total taxable income. Although married cou-
ples may elect to file separate returns, the rate schedules and other
provisions are structured so that filing separate returns usually re-
sults in a higher tax than filing a joint return. Other rate sched-
ules apply to single persons and to single heads of households.

A “marriage penalty” exists when the combined tax liability of a
married couple filing a joint return is greater than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried. A “marriage bonus” exists when the combined tax liability of
a married couple filing a joint return is less than the sum of the
taxdliabilities of each individual computed as if they were not mar-
ried.

Basic standard deduction

Taxpayers who do not itemize deductions may choose the basic
standard deduction (and additional standard deductions, if applica-
ble),” which is subtracted from adjusted gross income (“AGI”) in ar-
riving at taxable income. The size of the basic standard deduction
varies according to filing status and is adjusted annually for infla-
tion. For 2001, the basic standard deduction amount for single fil-
ers is 60 percent of the basic standard deduction amount for mar-
ried couples filing joint returns. Thus, two unmarried individuals
have standard deductions whose sum exceeds the standard deduc-
tion for a married couple filing a joint return.

REASONS FOR CHANGE

The Committee is concerned about the inequity that arises when
two working single individuals marry and experience a tax increase
solely by reason of their marriage. Any attempt to address the mar-
riage tax penalty involves the balancing of several competing prin-
ciples, including equal tax treatment of married couples with equal
incomes, the determination of equitable relative tax burdens of sin-
gle individuals and married couples with equal incomes, and the
goal of simplicity in compliance and administration. The Com-
mittee believes that an increase in the standard deduction for mar-
ried couples filing a joint return in conjunction with the other pro-

7 Additional standard deductions are allowed with respect to any individual who is elderly (age
65 or over) or blind.

(13)
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visions of the bill is a responsible reduction of the marriage tax
penalty.

EXPLANATION OF PROVISION

The bill increases the basic standard deduction for a married
couple filing a joint return to twice the basic standard deduction
for an unmarried individual filing a single return. The basic stand-
ard deduction for a married taxpayer filing separately will continue
to equal one-half of the basic standard deduction for a married cou-
ple filing jointly; thus, the basic standard deduction for unmarried
individuals filing a single return and for married couples filing sep-
arately will be the same. The increase is phased-in over five years
beginning in 2006 and would be fully phased-in for 2010 and there-
after. Table 5, below, shows the standard deduction for married
couples filing a joint return as a percentage of the standard deduc-
tion for single individuals during the phase-in period.

TABLE 5.—PHASE-IN OF INCREASE OF STANDARD DEDUCTION FOR MARRIED COUPLES FILING
JOINT RETURNS

Standard deduction
for joint returns as
Calendar year percentage of stand-
ard deduction for
single returns

2006 174
2007 180
2008 187
2009 193

2010 and later 200%

EFFECTIVE DATE

The provision is effective for taxables years beginning after De-
cember 31, 2005.

B. EXPANSION OF THE 15-PERCENT RATE BRACKET FOR MARRIED
COUPLES FILING JOINT RETURNS

(Sec. 302 of the bill and Sec. 1 of the Code)
PRESENT LAW

In general

Under the Federal individual income tax system, an individual
who is a citizen or resident of the United States generally is subject
to tax on worldwide taxable income. Taxable income is total gross
income less certain exclusions, exemptions, and deductions. An in-
dividual may claim either a standard deduction or itemized deduc-
tions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
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taxable income and then is reduced by any applicable tax credits.
The regular income tax rate schedules are divided into several
ranges of income, known as income brackets, and the marginal tax
rate increases as the individual’s income increases. The income
bracket amounts are adjusted annually for inflation. Separate rate
schedules apply based on filing status: single individuals (other
than heads of households and surviving spouses), heads of house-
holds, married individuals filing joint returns (including surviving
spouses), married individuals filing separate returns, and estates
and trusts. Lower rates may apply to capital gains.

In general, the bracket breakpoints for single individuals are ap-
proximately 60 percent of the rate bracket breakpoints for married
couples filing joint returns.® The rate bracket breakpoints for mar-
ried individuals filing separate returns are exactly one-half of the
rate brackets for married individuals filing joint returns. A sepa-
rate, compressed rate schedule applies to estates and trusts.

REASONS FOR CHANGE

The Committee believes that the expansion of the 15-percent rate
bracket for married couples filing joint returns, in conjunction with
the other provisions of the bill, will alleviate the effects of the
present-law marriage tax penalty. These provisions significantly re-
duce the most widely applicable marriage penalties in present law.

EXPLANATION OF PROVISION

The bill increases the size of the 15-percent regular income tax
rate bracket for a married couple filing a joint return to twice the
size of the corresponding rate bracket for an unmarried individual
filing a single return. The increase is phased-in over five years, be-
ginning in 2006. Therefore, this provision is fully effective (i.e., the
size of the 15-percent regular income tax rate bracket for a married
couple filing a joint return would be twice the size of the 15-percent
regular income tax rate bracket for an unmarried individual filing
a single return) for taxable years beginning after December 31,
2009. Table 6, below, shows the increase in the size of the 15-per-
cent bracket during the phase-in period.

TABLE 6.—INCREASE IN SIZE OF 15-PERCENT RATE BRACKET FOR MARRIED COUPLES FILING A
JOINT RETURN

End point of 15-per-
cent rate bracket for
married couple filing
joint return as per-
centage of end point
of 15-percent rate
bracket for unmarried
individuals

Taxable year

2006 174
2007 180
2008 187
2009 193
2010 and thereafter 200%

8The rate bracket breakpoint for the 39.6 percent marginal tax rate is the same for single
individuals and married couples filing joint returns.
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EFFECTIVE DATE

The increase in the size of the 15-percent rate bracket is effective
for taxable years beginning after December 31, 2005.

C. MARRIAGE PENALTY RELIEF AND SIMPLIFICATION RELATING TO
THE EARNED INCOME CREDIT

(Sec. 303 of the bill and Sec. 32 of the Code)
PRESENT LAW

In general

Eligible low-income workers are able to claim a refundable
earned income credit. The amount of the credit an eligible taxpayer
may claim depends upon the taxpayer’s income and whether the
taxpayer has one, more than one, or no qualifying children.

The earned income credit is not available to married individuals
who file separate returns. No earned income credit is allowed if the
taxpayer has disqualified income in excess of $2,450 (for 2001) for
the taxable year.? In addition, no earned income credit is allowed
if an eligible individual is the qualifying child of another tax-
payer.10

Definition of qualifying child and tie-breaker rules

To claim the earned income credit, a taxpayer must either (1)
have a qualifying child or (2) meet the requirements for childless
adults. A qualifying child must meet a relationship test, an age
test, and a residence test. First, the qualifying child must be the
taxpayer’s child, stepchild, adopted child, grandchild, or foster
child. Second, the child must be under the age 19 (or under age 24
if a full-time student) or permanently and totally disabled regard-
less of age. Third, the child must live with the taxpayer in the
United States for more than half the year (a full year for foster
children).

An individual satisfies the relationship test under the earned in-
come credit if the individual is the taxpayer’s: (1) son or daughter
or a descendant of either;!! (2) stepson or stepdaughter; or (3) eligi-
ble foster child. An eligible foster child is an individual (1) who is
a brother, sister, stepbrother, or stepsister of the taxpayer (or a de-
scendant of any such relative), or who is placed with the taxpayer
by an authorized placement agency, and (2) who the taxpayer cares
for as her or his own child. A married child of the taxpayer is not
treated as meeting the relationship test unless the taxpayer is enti-
tled to a dependency exemption with respect to the married child
(e.g., the support test is satisfied) or would be entitled to the ex-
emption if the taxpayer had not waived the exemption to the non-
custodial parent.12

9Sec. 32(i). Disqualified income is the sum of: (1) interest and dividends includible in gross
income for the taxable year; (2) tax-exempt income received or accrued in the taxable year; (3)
net income from rents and royalties for the taxable year not derived in the ordinary course of
business; (4) capital gain net income for the taxpayer year; and (5) net passive income for the
taxable year. Sec. 32(1)(2).

10 Sec. 32(c)(1)(B).

11 A child who is legally adopted or placed with the taxpayer for adoption by an authorized
adoption agency is treated as the taxpayer’s own child. Sec. 32(c)(3)(B)(iv).

12Sec. 32(c)(3)(B)(ii).
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If a child otherwise qualifies with respect to more than one per-
son, the child is treated as a qualifying child only of the person
with the highest modified adjusted gross income.

“Modified adjusted gross income” means adjusted gross income
determined without regard to certain losses and increased by cer-
tain amounts not includible in gross income.l3 The losses dis-
regarded are: (1) net capital losses (up to $3,000); (2) net losses
from estates and trusts; (3) net losses from nonbusiness rents and
royalties; (4) 75 percent of the net losses from businesses, computed
separately with respect to sole proprietorships (other than farm-
ing), farming sole proprietorships, and other businesses. The
amounts added to adjusted gross income to arrive at modified ad-
justed gross income include: (1) tax-exempt interest; and (2) non-
taxable distributions from pensions, annuities, and individual re-
tirement plans (but not nontaxable rollover distributions or trustee-
to-trustee transfers).

Definition of earned income

To claim the earned income credit, the taxpayer must have
earned income. Earned income consists of wages, salaries, other
employee compensation, and net earnings from self employment.14
Employee compensation includes anything of value received by the
taxpayer from the employer in return for services of the employee,
including nontaxable earned income. Nontaxable forms of com-
pensation treated as earned income include the following: (1) elec-
tive deferrals under a cash or deferred arrangement or section
403(b) annuity (Sec. 402(g)); (2) employer contributions for non-
taxable fringe benefits, including contributions for accident and
health insurance (Sec. 106), dependent care (Sec. 129), adoption as-
sistance (Sec. 137), educational assistance (Sec. 127), and miscella-
neous fringe benefits (Sec. 132); (3) salary reduction contributions
under a cafeteria plan (Sec. 125); (4) meals and lodging provided
for the convenience of the employer (Sec. 119), and (5) housing al-
lowance or rental value of a parsonage for the clergy (Sec. 107).
Some of these items are not required to be reported on the Wage
and Tax Statement (Form W-2).

Calculation of the credit

The maximum earned income credit is phased in as an individ-
ual’s earned income increases. The credit phases out for individuals
with earned income (or if greater, modified adjusted gross income)
over certain levels. In the case of a married individual who files a
joint return, the earned income credit both for the phase-in and
phase-out is calculated based on the couples’ combined income.

The credit is determined by multiplying the credit rate by the
taxpayer’s earned income up to a specified earned income amount.
The maximum amount of the credit is the product of the credit rate
and the earned income amount. The maximum credit amount ap-
plies to taxpayers with (1) earnings at or above the earned income
amount and (2) modified adjusted gross income (or earnings, if
greater) at or below the phase-out threshold level.

13 Sec. 32(c)(5).
14 Sec. 32(c)(2)(A).
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For taxpayers with modified adjusted gross income (or earned in-
come, if greater) in excess of the phase-out threshold, the credit
amount is reduced by the phase-out rate multiplied by the amount
of earned income (or modified adjusted gross income, if greater) in
excess of the phase-out threshold. In other words, the credit
amount is reduced, falling to $0 at the “breakeven” income level,
the point where a specified percentage of “excess” income above the
phase-out threshold offsets exactly the maximum amount of the
credit. The earned income amount and the phase-out threshold are
adjusted annually for inflation. Table 7, below, shows the earned
income credit parameters for taxable year 2001.15

TABLE 7.—EARNED INCOME CREDIT PARAMETERS (2001)

Two or more
qualifying chil-

One qualifying No qualifying
dren child

children

Credit rate (percent) 40.00% 34.00% 7.65%
Earned income amount $10,020 $7,140 $4.760
Maximum credit $4.008 $2.428 $364
Phase-out begins $13,090 $13,090 $5,950
Phase-out rate (percent) 21.06% 15.98% 7.65%
Phase-out ends $32,121 $28,281 $10,710

An individual’s alternative minimum tax liability reduces the
amount of the refundable earned income credit.16

REASONS FOR CHANGE

The Committee believes that the present-law earned income
amount penalizes some individuals because they receive a smaller
earned income credit if they are married than if they are not mar-
ried. The Committee believes increasing the phase-out amount for
married taxpayers who file a joint return will help to alleviate this
penalty.

The bill repeals the present-law provision reducing the earned in-
come credit by the amount of the alternative minimum tax. This
provision ensures that no taxpayer will face an increase in net in-
come tax liability as a result of the interaction of the alternative
minimum tax with the regular income tax reductions in the bill.

The Committee believes that providing tax relief to Americans is
a top priority. In addition, the Committee believes that simplifica-
tion of our tax laws is important to alleviate the burdens on Amer-
ican taxpayers. As required by the IRS Restructuring and Reform
Act of 1998, the staff of the Joint Committee on Taxation has re-
cently released a simplification study.l” The study contains ap-
proximately 150 recommendations for simplification reaching all
areas of the Federal tax laws. As a first step toward simplification,
the Committee believes it should consider simplification to the ex-
tent possible in the context of fulfilling the priority of providing
needed tax relief. Thus, the Committee adopts three of the pro-
posals recommended by the Joint Committee staff relating to the

15The table is based on Rev. Proc. 2001-13.

16 Sec. 32(h).

17 Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and
Recommendations for Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue
Code of 1986 (JCS-3-01), April 2001.
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earned income credit: (1) the definition of earned income, (2) re-
placement of the present-law tie-breaker rules, and (3) uniformity
in the definition of a qualifying child.

The definition of earned income is a source of complexity insofar
as it includes nontaxable forms of employee compensation. Present
law requires both the IRS and taxpayers to keep track of non-
taxable amounts for determining earned income credit eligibility
even though such amounts are generally not necessary for other
tax purposes. Further, not all forms of nontaxable earned income
are reported on Form W-2. As a result, a taxpayer may not know
the correct amount of nontaxable earned income received during
the year. Further, the IRS cannot easily determine such amounts.
The Committee believes that significant simplification would result
from redefining earned income to exclude amounts not includable
in gross income.

The present-law tie-breaker rules also result in significant com-
plexity. When a qualifying child lives with more than one adult
who appears to qualify to claim the child for earned income credit
purposes, under present law, the adult with the highest modified
adjusted gross income is to claim the child. In its most recent
study, the IRS found that the second largest amount of errors, 17.1
percent of overclaims, was attributable to the person with the
lower modified adjusted gross income claiming the child.1® The
Committee believes it is appropriate to replace the present-law tie-
breaker rules with a more simplified rule that applies only in the
case of competing claims.

The Committee applies the definition of qualifying child rec-
ommended by the staff of the Joint Committee for purposes of the
earned income credit as a first step toward broader simplification
efforts. The Committee believes that the distinctions among famil-
ial relationships drawn by present law in defining a qualifying
child add to the complexity of the earned income credit. For exam-
ple, a taxpayer’s son or daughter is a qualifying child if he or she
lived with the taxpayer for more than six months, while the tax-
payer’s niece or nephew is required to live with the taxpayer for
the entire year, even though the taxpayer cared for the child as his
or her own. In addition, foster children must reside with the tax-
payer for the entire year as opposed to the general rule of six
months. The Committee believes that applying a uniform rule that
requires any qualifying child to reside with the taxpayer for more
than six months will alleviate some of the complexity in this area.

The National Taxpayer Advocate has recommended the elimi-
nation of the use of modified adjusted gross income as a means to
simplify the earned income credit.l® The Committee believes that
replacing modified adjusted gross income with adjusted gross in-
come reduces the number of calculations required, thereby simpli-
fying the credit.

18 Internal Revenue Service, Compliance Estimates for Earned Income Tax Credit Claimed on
1997 Returns (September 2000), at 10.

19Internal Revenue Service, National Taxpayer Advocate’s FY2000 Annual Report to Con-
gress, Publication 2104 (December 2000) at 74.
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The IRS recently reported that more than a quarter of earned in-
come credit claims in 1997, $7.8 billion, were paid erroneously.20
The IRS found that the most common error involved taxpayers
claiming children who did not meet the eligibility criteria. The IRS
attributes most of these errors to taxpayers claiming the earned in-
come credit for children who do not meet the residency require-
ment.2! Recently, the IRS began receiving data from the Depart-
ment of Health and Human Services’ Federal Case Registry of
Child Support Orders, a Federal database containing state infor-
mation on child support payments. This data assists the IRS in
identifying erroneous earned income credit claims by noncustodial
parents. The Committee believes that giving the IRS authority to
deny questionable claims filed by noncustodial parents would re-
duce the erroneous filing and payment of earned income credit
claims. The Committee, however, would like further information re-
garding the accuracy of the Federal Case Registry of Child Support
Orders, its usefulness to the IRS in detecting erroneous or fraudu-
lent claims, and the appropriateness of using math error proce-
dures based on this data.

EXPLANATION OF PROVISION

For married taxpayers who file a joint return, the bill increases
the beginning and ending of the earned income credit phase-out by
$3,000. These beginning and ending points are to be adjusted an-
nually for inflation after 2002.

The bill simplifies the definition of earned income by excluding
nontaxable employee compensation from the definition of earned
income for earned income credit purposes. Thus, under the bill,
earned income includes wages, salaries, tips, and other employee
compensation, if includible in gross income for the taxable year,
plus net earnings from self employment.

The bill repeals the present-law provision that reduces the
earned income credit by the amount of an individual’s alternative
minimum tax.

The bill simplifies the calculation of the earned income credit by
replacing modified adjusted gross income with adjusted gross in-
come.

The bill provides that the relationship test is met if the indi-
vidual is the taxpayer’s son, daughter, stepson, stepdaughter, or a
descendant of any such individuals.22 A brother, sister, stepbrother,
stepsister, or a descendant of such individuals, also qualifies if the
taxpayer cares for such individual as his or her own child. A foster
child satisfies the relationship test as well. A foster child is defined
as an individual who is placed with the taxpayer by an authorized
placement agency and who the taxpayer cares for as his or her own
child. In order to be a qualifying child, in all cases the child must
have the same principal place of abode as the taxpayer for over
one-half of the taxable year.

The bill changes the present-law tie-breaking rule. Under the
bill, if an individual would be a qualifying child with respect to

20 Internal Revenue Service, Compliance Estimates for Earned Income Tax Credit Claimed on
1997 Returns (September 2000), at 3.

2114. at 10.

22 As under present law, an adopted child is treated as a child of the taxpayer by blood.
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more than one taxpayer, and more than one taxpayer claims the
earned income credit with respect to that child, then the following
tie-breaking rules apply. First, if one of the individuals claiming
the child is the child’s parent (or parents who file a joint return),
then the child is considered the qualifying child of the parent (or
parents). Second, if both parents claim the child and the parents
do not file a joint return together, then the child is considered a
qualifying child first of the parent with whom the child resided for
the longest period of time during the year, and second of the parent
with the highest adjusted gross income. Finally, if none of the tax-
payers claiming the child as a qualifying child is the child’s parent,
the child is considered a qualifying child with respect to the tax-
payer with the highest adjusted gross income.

The bill authorizes the IRS, beginning in 2004, to use math error
authority to deny the earned income credit if the Federal Case Reg-
istry of Child Support Orders indicates that the taxpayer is the
noncustodial parent of the child with respect to whom the credit is
claimed.

It is the intent of the Committee that by September 2002, the
Department of the Treasury, in consultation with the National
Taxpayer Advocate, deliver to the Senate Committee on Finance
and the House Committee on Ways and Means a study of the Fed-
eral Case Registry database. The study is to cover (1) the accuracy
and timeliness of the data in the Federal Case Registry, (2) the ef-
ficacy of using math error authority in this instance in reducing
costs due to erroneous or fraudulent claims, and (3) the implica-
tions of using math error authority in this instance, given the find-
ings on the accuracy and timeliness of the data.

EFFECTIVE DATE

The bill generally is effective for taxable years beginning after
December 31, 2001. The bill to authorize the IRS to use math error
authority if the Federal Case Registry of Child Support Orders in-
dicates the taxpayer is the noncustodial parent is effective begin-
ning in 2004.

D. COMPLIANCE WITH CONGRESSIONAL BUDGET ACT

(Secs. 311 and 312 of the bill)
PRESENT LAW

Reconciliation is a procedure under the Congressional Budget Act
of 1974 (the “Budget Act”) by which Congress implements spending
and tax policies contained in a budget resolution. The Budget Act
contains numerous rules enforcing the scope of items permitted to
be considered under the budget reconciliation process. One such
rule, the so-called “Byrd rule,” was incorporated into the Budget
Act in 1990. The Byrd rule, named after its principal sponsor, Sen-
ator Robert C. Byrd, is contained in section 313 of the Budget Act.
The Byrd rule generally permits members to raise a point of order
against extraneous provisions (those which are unrelated to the
goals of the reconciliation process) from either a reconciliation bill
or a conference report on such bill.
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Under the Byrd rule, a provision is considered to be extraneous
if it falls under one or more of the following six definitions:

(1) It does not produce a change in outlays or revenues;

(2) It produces an outlay increase or revenue decrease when
the instructed committee is not in compliance with its instruc-
tions;

(3) It is outside of the jurisdiction of the committee that sub-
mitted the title or provision for inclusion in the reconciliation
measure;

(4) It produces a change in outlays or revenues which is
merely incidental to the nonbudgetary components of the provi-
sion;

(5) It would increase net outlays or decrease revenues for a
fiscal year beyond those covered by the reconciliation measure;
and

(6) It recommends changes in Social Security.

REASONS FOR CHANGE

This title of the bill contains language sunsetting each provision
in the title in order to preclude each such provision from violating
the fifth definition of extraneity of the Byrd rule. Inclusion of the
language restoring each such provision would undo the sunset lan-
guage; therefore, the “restoration” language is itself subject to the
Byrd rule.

EXPLANATION OF PROVISION

Sunset of provisions

To ensure compliance with the Budget Act, the bill provides that
all provisions of, and amendments made by, the bill relating to
marriage penalty relief which are in effect on September 30, 2011,
shall cease to apply as of the close of September 30, 2011.

Restoration of provisions

All provisions of, and amendments made by, the bill relating to
marriage penalty relief which were terminated under the sunset
provision shall begin to apply again as of October 1, 2011, as pro-
vided in each such provision or amendment.



IV. EDUCATION INCENTIVES
A. MODIFICATIONS TO EDUCATION IRAS

(Sec. 401 of the bill and Sec. 530 of the Code)
PRESENT LAW

In general

Section 530 of the Code provides tax-exempt status to education
individual retirement accounts (“education IRAs”), meaning certain
trusts or custodial accounts which are created or organized in the
United States exclusively for the purpose of paying the qualified
higher education expenses of a designated beneficiary. Contribu-
tions to education IRAs may be made only in cash.23 Annual con-
tributions to education IRAs may not exceed $500 per beneficiary
(except in cases involving certain tax-free rollovers, as described
below) and may not be made after the designated beneficiary
reaches age 18.

Phase-out of contribution limit

The $500 annual contribution limit for education IRAs is gen-
erally phased-out ratably for contributors with modified adjusted
gross income (between $95,000 and $110,000. The phase-out range
for married taxpayers filing a joint return is $150,000 to $160,000
of modified adjusted gross income. Individuals with modified ad-
justed gross income above the phase-out range are not allowed to
make contributions to an education IRA established on behalf of
any individual.

Treatment of distributions

Earnings on contributions to an education IRA generally are sub-
ject to tax when withdrawn. However, distributions from an edu-
cation IRA are excludable from the gross income of the beneficiary
to the extent that the total distribution does not exceed the “quali-
fied higher education expenses” incurred by the beneficiary during
the year the distribution is made.

If the qualified higher education expenses of the beneficiary for
the year are less than the total amount of the distribution (i.e., con-
tributions and earnings combined) from an education IRA, then the
qualified higher education expenses are deemed to be paid from a
pro-rata share of both the principal and earnings components of the
distribution. Thus, in such a case, only a portion of the earnings
are excludable (i.e., the portion of the earnings based on the ratio
that the qualified higher education expenses bear to the total

23 Special estate and gift tax rules apply to contributions made to and distributions made from
education IRAs.

(23)
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amount of the distribution) and the remaining portion of the earn-
ings is includible in the beneficiary’s gross income.

The earnings portion of a distribution from an education IRA
that is includible in income is also subject to an additional 10-per-
cent tax. The 10-percent additional tax does not apply if a distribu-
tion is made on account of the death or disability of the designated
beneficiary, or on account of a scholarship received by the des-
ignated beneficiary.

The additional 10-percent tax also does not apply to the distribu-
tion of any contribution to an education IRA made during the tax-
able year if such distribution is made on or before the date that a
return is required to be filed (including extensions of time) by the
beneficiary for the taxable year during which the contribution was
made (or, if the beneficiary is not required to file such a return,
April 15th of the year following the taxable year during which the
contribution was made).

Present law allows tax-free transfers or rollovers of account bal-
ances from one education IRA benefiting one beneficiary to another
education IRA benefiting another beneficiary (as well as redesigna-
tions of the named beneficiary), provided that the new beneficiary
is a member of the family of the old beneficiary and is under age
30.

Any balance remaining in an education IRA is deemed to be dis-
tributed within 30 days after the date that the beneficiary reaches
3ge )30 (or, if earlier, within 30 days of the date that the beneficiary

ies).

Qualified higher education expenses

The term “qualified higher education expenses” includes tuition,
fees, books, supplies, and equipment required for the enrollment or
attendance of the designated beneficiary at an eligible education in-
stitution, regardless of whether the beneficiary is enrolled at an eli-
gible educational institution on a full-time, half-time, or less than
half-time basis. Qualified higher education expenses include ex-
penses with respect to undergraduate or graduate-level courses. In
addition, qualified higher education expenses include amounts paid
or incurred to purchase tuition credits (or to make contributions to
an account) under a qualified State tuition program, as defined in
section 529, for the benefit of the beneficiary of the education IRA.

Moreover, qualified higher education expenses include, within
limits, room and board expenses for any academic period during
which the beneficiary is at least a half-time student. Room and
board expenses that may be treated as qualified higher education
expenses are limited to the minimum room and board allowance
applicable to the student in calculating costs of attendance for Fed-
eral financial aid programs under section 472 of the Higher Edu-
cation Act of 1965, as in effect on the date of enactment of the
Small Business Job Protection Act of 1996 (August 20, 1996). Thus,
room and board expenses cannot exceed the following amounts: (1)
for a student living at home with parents or guardians, $1,500 per
academic year; (2) for a student living in housing owned or oper-
ated by the eligible education institution, the institution’s “normal”
room and board charge; and (3) for all other students, $2,500 per
academic year.



25

Qualified higher education expenses generally include only out-
of-pocket expenses. Such qualified higher education expenses do
not include expenses covered by educational assistance for the ben-
efit of the beneficiary that is excludable from gross income. Thus,
total qualified higher education expenses are reduced by scholar-
ship or fellowship grants excludable from gross income under
present-law section 117, as well as any other tax-free educational
benefits, such as employer-provided educational assistance that is
excludable from the employee’s gross income under section 127.

Present law also provides that if any qualified higher education
expenses are taken into account in determining the amount of the
exclusion for a distribution from an education IRA, then no deduc-
tion (e.g., for trade or business expenses), exclusion (e.g., for inter-
est on education savings bonds) or credit is allowed with respect to
such expenses.

Eligible educational institutions are defined by reference to sec-
tion 481 of the Higher Education Act of 1965. Such institutions
generally are accredited post-secondary educational institutions of-
fering credit toward a bachelor’s degree, an associate’s degree, a
graduate-level or professional degree, or another recognized post-
secondary credential. Certain proprietary institutions and post-sec-
ondary vocational institutions also are eligible institutions. The in-
stitution must be eligible to participate in Department of Education
student aid programs.

Time for making contributions

Contributions to an education IRA for a taxable year are taken
into account in the taxable year in which they are made.

Coordination with HOPE and Lifetime Learning credits

If an exclusion from gross income is allowed for distributions
from an education IRA with respect to an individual, then neither
the HOPE nor Lifetime Learning credit may be claimed in the
same taxable year with respect to the same individual. However,
an individual may elect to waive the exclusion with respect to dis-
tributions from an education IRA. If such a waiver is made, then
the HOPE or Lifetime Learning credit may be claimed with respect
to the individual for the taxable year.

Coordination with qualified tuition programs

An excise tax is imposed on contributions to an education IRA for
a year if contributions are made by anyone to a qualified State tui-
tion program on behalf of the same beneficiary in the same year.
The excise tax is equal to 6 percent of the contributions to the edu-
cation IRA. The excise tax is imposed each year after the contribu-
tion is made, unless the contributions are withdrawn.

REASONS FOR CHANGE

Education IRAs were intended to help families plan for their
children’s education. However, the Committee believes that the
present-law limits on contributions to education IRAs do not permit
taxpayers to save adequately. Therefore, the Committee bill in-
creases the contribution limits to education IRAs.
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The Committee believes that education IRAs should be expanded
to provide greater flexibility to families in providing for their chil-
dren’s education at all levels of education. Thus, the Committee bill
allows education IRAs to be used for expenses related to elemen-
tary and secondary education.

The Committee believes that other modifications will also im-
prove the attractiveness and operation of education IRAs, thus im-
proving the effectiveness of education IRAs in assisting families in
paying for education. Such modifications include more flexible rules
for education IRAs for special needs beneficiaries and relaxation of
the rules restricting the use of education IRAs and other tax bene-
fits for education in the same year.

EXPLANATION OF PROVISION

Annual contribution limit

The bill increases the annual limit on contributions to education
IRAs from $500 to $2,000. Thus, aggregate contributions that may
be made by all contributors to one (or more) education IRAs estab-
lished on behalf of any particular beneficiary is limited to $2,000
for each year.

Qualified education expenses

The bill expands the definition of qualified education expenses
that may be paid tax-free from an education IRA to include “quali-
fied elementary and secondary school expenses,” meaning expenses
for (1) tuition, fees, academic tutoring, special need services, books,
supplies, computer equipment (including related software and serv-
ices), and other equipment incurred in connection with the enroll-
ment or attendance of the beneficiary at a public, private, or reli-
gious school providing elementary or secondary education (kinder-
garten through grade 12) as determined under State law, and (2)
room and board, uniforms, transportation, and supplementary
items or services (including extended day programs) required or
provided by such a school in connection with such enrollment or at-
tendance of the beneficiary.

Phase-out of contribution limit

The bill increases the phase-out range for married taxpayers fil-
ing a joint return so that it is twice the range for single taxpayers.
Thus, the phase-out range for married taxpayers filing a joint re-
turn is $190,000 to $220,000 of modified adjusted gross income.

Special needs beneficiaries

The bill provides that the rule prohibiting contributions to an
education IRA after the beneficiary attains 18 does not apply in the
case of a special needs beneficiary (as defined by Treasury Depart-
ment regulations). In addition, a deemed distribution of any bal-
ance in an education IRA does not occur when a special needs ben-
eficiary reaches age 30.

Contributions by persons other than individuals

The bill clarifies that corporations and other entities (including
tax-exempt organizations) are permitted to make contributions to
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education IRAs, regardless of the income of the corporation or enti-
ty during the year of the contribution.

Contributions permitted until April 15

Under the bill, individual contributors to education IRAs are
deemed to have made a contribution on the last day of the pre-
ceding taxable year if the contribution is made on account of such
taxable year and is made not later than the time prescribed by law
for filing the individual’s Federal income tax return for such tax-
able year (not including extensions). Thus, individual contributors
generally may make contributions for a year until April 15 of the
following year.

Qualified room and board expenses

The bill modifies the definition of room and board expenses con-
sidered to be qualified higher education expenses. This modification
is described with the provisions relating to qualified tuition pro-
grams, below.

Coordination with HOPE and Lifetime Learning credits

The bill allows a taxpayer to claim a HOPE credit or Lifetime
Learning credit for a taxable year and to exclude from gross income
amounts distributed (both the contributions and the earnings por-
tions) from an education IRA on behalf of the same student as long
as the distribution is not used for the same educational expenses
for which a credit was claimed.

Coordination with qualified tuition programs

The bill repeals the excise tax on contributions made by any per-
son to an education IRA on behalf of a beneficiary during any tax-
able year in which any contributions are made by anyone to a
qualified State tuition program on behalf of the same beneficiary.

If distributions from education IRAs and qualified tuition pro-
grams exceed the beneficiary’s qualified higher education expenses
for the year (after reduction by amounts used in claiming the
HOPE or Lifetime Learning credit), the beneficiary is required to
allocate the expenses between the distributions to determine the
amount includible in income.

EFFECTIVE DATE

The provisions modifying education IRAs are effective for taxable
years beginning after December 31, 2001.

B. PRIVATE PREPAID TUITION PROGRAMS; EXCLUSION FrROM GROSS
INCOME OF EDUCATION DISTRIBUTIONS FROM QUALIFIED TUITION
PROGRAMS

(Sec. 402 of the bill and Sec. 529 of the Code)
PRESENT LAW

Section 529 of the Code provides tax-exempt status to “qualified
State tuition programs,” meaning certain programs established and
maintained by a State (or agency or instrumentality thereof) under
which persons may (1) purchase tuition credits or certificates on
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behalf of a designated beneficiary that entitle the beneficiary to a
waiver or payment of qualified higher education expenses of the
beneficiary, or (2) make contributions to an account that is estab-
lished for the purpose of meeting qualified higher education ex-
penses of the designated beneficiary of the account (a “savings ac-
count plan”). The term “qualified higher education expenses” gen-
erally has the same meaning as does the term for purposes of edu-
cation IRAs (as described above) and, thus, includes expenses for
tuition, fees, books, supplies, and equipment required for the en-
rollment or attendance at an eligible educational institution,24 as
well as certain room and board expenses for any period during
which the student is at least a half-time student.

No amount is included in the gross income of a contributor to,
or a beneficiary of, a qualified State tuition program with respect
to any distribution from, or earnings under, such program, except
that (1) amounts distributed or educational benefits provided to a
beneficiary are included in the beneficiary’s gross income (unless
excludable under another Code section) to the extent such amounts
or the value of the educational benefits exceed contributions made
on behalf of the beneficiary, and (2) amounts distributed to a con-
tributor (e.g., when a parent receives a refund) are included in the
contributor’s gross income to the extent such amounts exceed con-
tributions made on behalf of the beneficiary.25

A qualified State tuition program is required to provide that pur-
chases or contributions only be made in cash.26 Contributors and
beneficiaries are not allowed to direct the investment of contribu-
tions to the program (or earnings thereon). The program is re-
quired to maintain a separate accounting for each designated bene-
ficiary. A specified individual must be designated as the beneficiary
at the commencement of participation in a qualified State tuition
program (i.e., when contributions are first made to purchase an in-
terest in such a program), unless interests in such a program are
purchased by a State or local government or a tax-exempt charity
described in section 501(c)(3) as part of a scholarship program oper-
ated by such government or charity under which beneficiaries to be
named in the future will receive such interests as scholarships.

A transfer of credits (or other amounts) from one account bene-
fiting one designated beneficiary to another account benefiting a
different beneficiary is considered a distribution (as is a change in
the designated beneficiary of an interest in a qualified State tuition
program), unless the beneficiaries are members of the same family.
For this purpose, the term “member of the family” means: (1) the
spouse of the beneficiary; (2) a son or daughter of the beneficiary
or a descendent of either; (3) a stepson or stepdaughter of the bene-
ficiary; (4) a brother, sister, stepbrother or stepsister of the bene-
ficiary; (5) the father or mother of the beneficiary or an ancestor
of either; (6) a stepfather or stepmother of the beneficiary; (7) a son
or daughter of a brother or sister of the beneficiary; (8) a brother
or sister of the father or mother of the beneficiary; (9) a son-in-law,

24 An “eligible education institution” is defined the same for purposes of education IRAs (de-
scribed above) and qualified State tuition programs.

25 Distributions from qualified State tuition programs are treated as representing a pro-rata
share of the contributions and earnings in the account.

26 Special estate and gift tax rules apply to contributions made to and distributions made from
qualified State tuition programs.
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daughter-in-law, father-in-law, mother-in-law, brother-in-law, or
sister-in-law of the beneficiary; or (10) the spouse of any person de-
scribed in (2)—(9).

Earnings on an account may be refunded to a contributor or ben-
eficiary, but the State or instrumentality must impose a more than
de minimis monetary penalty unless the refund is (1) used for
qualified higher education expenses of the beneficiary, (2) made on
account of the death or disability of the beneficiary, (3) made on ac-
count of a scholarship received by the beneficiary, or (4) a rollover
distribution.

To the extent that a distribution from a qualified State tuition
program is used to pay for qualified tuition and related expenses
(as defined in sec. 25A(f)(1)), the beneficiary (or another taxpayer
claiming the beneficiary as a dependent) may claim the HOPE
credit or Lifetime Learning credit with respect to such tuition and
related expenses (assuming that the other requirements for claim-
ing the HOPE credit or Lifetime Learning credit are satisfied and
the modified AGI phase-out for those credits does not apply).

REASONS FOR CHANGE

The Committee believes that distributions from qualified State
tuition programs should not be subject to Federal income tax to the
extent that such distributions are used to pay for qualified higher
education expenses of undergraduate or graduate students who are
attending college, university, or certain vocational schools. In addi-
tion, the Committee believes that the present-law rules governing
qualified tuition programs should be expanded to permit private
educational institutions to maintain certain prepaid tuition pro-
grams. The Committee believes that the amount of room and board
expenses that can be paid with tax-free distributions from prepaid
tuition plans should reflect current costs.

EXPLANATION OF PROVISION
Qualified tuition program

The bill expands the definition of “qualified tuition program” to
include certain prepaid tuition programs established and main-
tained by one or more eligible educational institutions (which may
be private institutions) that satisfy the requirements under section
529 (other than the present-law State sponsorship rule). In the
case of a qualified tuition program maintained by one or more pri-
vate eligible educational institutions, persons are able to purchase
tuition credits or certificates on behalf of a designated beneficiary
(as set forth in sec. 529(b)(1)(A)(1)), but would not be able to make
contributions to a savings account plan (as described in sec.
529(b)(1)(A)(i1)). Except to the extent provided in regulations, a tui-
tion program maintained by a private institution is not treated as
qualified unless it has received a ruling or determination from the
IRS that the program satisfies applicable requirements.

Exclusion from gross income

Under the bill, an exclusion from gross income is provided for
distributions made in taxable years beginning after December 31,
2001, from qualified State tuition programs to the extent that the
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distribution is used to pay for qualified higher education expenses.
This exclusion from gross income is extended to distributions from
qualified tuition programs established and maintained by an entity
other than a State (or agency or instrumentality thereof) for dis-
tributions made in taxable years after December 31, 2003.

Qualified higher education expenses

The bill provides that, for purposes of the exclusion for distribu-
tions from qualified tuition plans, the maximum room and board
allowance is the amount applicable to the student in calculating
costs of attendance for Federal financial aid programs under sec-
tion 472 of the Higher Education Act of 1965, as in effect on the
date of enactment, or, in the case of a student living in housing
owned or operated by an eligible educational institution, the actual
amount charged the student by the educational institution for room
and board.2?

Coordination with HOPE and Lifetime Learning credits

The bill allows a taxpayer to claim a HOPE credit or Lifetime
Learning credit for a taxable year and to exclude from gross income
amounts distributed (both the principal and the earnings portions)
from a qualified tuition program on behalf of the same student as
long as the distribution is not used for the same expenses for which
a credit was claimed.

Rollovers for benefit of same beneficiary

The bill provides that a transfer of credits (or other amounts)
from one qualified tuition program for the benefit of a designated
beneficiary to another qualified tuition program for the benefit of
the same beneficiary is not considered a distribution. This rollover
treatment applies to a maximum of three such transfers with re-
spect to the same designated beneficiary.

Member of family

The bill provides that, for purposes of tax-free rollovers and
changes of designated beneficiaries, a “member of the family” in-
cludes first cousins of the original beneficiary.

EFFECTIVE DATE

The provisions are effective for taxable years beginning after De-
cember 31, 2001, except that the exclusion from gross income for
certain distributions from a qualified tuition program established
and maintained by an entity other than a State (or agency or in-
strumentality thereof) is effective for taxable years beginning after
December 31, 2003.

27This definition also applies to distributions from education IRAs.
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C. EXCLUSION FOR EMPLOYER-PROVIDED EDUCATIONAL ASSISTANCE

(Sec. 411 of the bill and Sec. 127 of the Code)
PRESENT LAW

Educational expenses paid by an employer for its employees are
generally deductible by the employer.

Employer-paid educational expenses are excludable from the
gross income and wages of an employee if provided under a section
127 educational assistance plan or if the expenses qualify as a
working condition fringe benefit under section 132. Section 127 pro-
vides an exclusion of $5,250 annually for employer-provided edu-
cational assistance. The exclusion does not apply to graduate
courses beginning after June 30, 1996. The exclusion for employer-
provided educational assistance for undergraduate courses expires
with respect to courses beginning after December 31, 2001.

In order for the exclusion to apply, certain requirements must be
satisfied. The educational assistance must be provided pursuant to
a separate written plan of the employer. The educational assistance
program must not discriminate in favor of highly compensated em-
ployees. In addition, not more than five percent of the amounts
paid or incurred by the employer during the year for educational
assistance under a qualified educational assistance plan can be
provided for the class of individuals consisting of more than five
perc;ent owners of the employer (and their spouses and depend-
ents).

Educational expenses that do not qualify for the section 127 ex-
clusion may be excludable from income as a working condition
fringe benefit.28 In general, education qualifies as a working condi-
tion fringe benefit if the employee could have deducted the edu-
cation expenses under section 162 if the employee paid for the edu-
cation. In general, education expenses are deductible by an indi-
vidual under section 162 if the education (1) maintains or improves
a skill required in a trade or business currently engaged in by the
taxpayer, or (2) meets the express requirements of the taxpayer’s
employer, applicable law or regulations imposed as a condition of
continued employment. However, education expenses are generally
not deductible if they relate to certain minimum educational re-
quirements or to education or training that enables a taxpayer to
begin working in a new trade or business.29

REASONS FOR CHANGE

The Committee believes that the exclusion for employer-provided
educational assistance has enabled millions of workers to advance
their education and improve their job skills without incurring addi-
tional taxes and a reduction in take-home pay. In addition, the ex-
clusion lessens the complexity of the tax laws. Without the special
exclusion, a worker receiving educational assistance from his or her

28 These rules also apply in the event that section 127 expires.

29In the case of an employee, education expenses (if not reimbursed by the employer) may
be claimed as an itemized deduction only if such expenses, along with other miscellaneous ex-
penses, exceed two percent of the taxpayer’s AGI. An individual’s total deductions may also be
reduced by the overall limitation on itemized deductions under section 68. These limitations do
not apply in determining whether an item is excludable from income as a working condition
fringe benefit.
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employer is subject to tax on the assistance, unless the education
is related to the worker’s current job. Because the determination of
whether particular educational assistance is job related is based on
the facts and circumstances, it may be difficult to determine with
certainty whether the educational assistance is excludable from in-
come. This uncertainty may lead to disputes between taxpayers
and the Internal Revenue Service.

The Committee believes that reinstating the exclusion for grad-
uate-level employer-provided educational assistance will enable
more individuals to seek higher education, and that further exten-
sion of the exclusion is important.

The past experience of allowing the exclusion to expire and later
extending it retroactively has created burdens for employers and
employees. Employees may have difficulty planning for their edu-
cational goals if they do not know whether their tax bills will in-
crease. For employers, the lack of permanence of the provision has
caused severe administrative problems. Uncertainty about the ex-
clusion’s future may discourage some employers from providing
educational benefits.

EXPLANATION OF PROVISION

The provision extends the exclusion for employer-provided edu-
cational assistance to graduate education and makes the exclusion
(as applied to both undergraduate and graduate education) perma-
nent.

EFFECTIVE DATE

The provision is effective with respect to courses beginning after
December 31, 2001.

D. MODIFICATIONS TO STUDENT LOAN INTEREST DEDUCTION

(Sec. 412 of the bill and Sec. 221 of the Code)
PRESENT LAW

Certain individuals may claim an above-the-line deduction for in-
terest paid on qualified education loans, subject to a maximum an-
nual deduction limit. The deduction is allowed only with respect to
interest paid on a qualified education loan during the first 60
months in which interest payments are required. Required pay-
ments of interest generally do not include voluntary payments,
such as interest payments made during a period of loan forbear-
ance. Months during which interest payments are not required be-
cause the qualified education loan is in deferral or forbearance do
not count against the 60-month period. No deduction is allowed to
an individual if that individual is claimed as a dependent on an-
other taxpayer’s return for the taxable year.

A qualified education loan generally is defined as any indebted-
ness incurred solely to pay for certain costs of attendance (includ-
ing room and board) of a student (who may be the taxpayer, the
taxpayer’s spouse, or any dependent of the taxpayer as of the time
the indebtedness was incurred) who is enrolled in a degree pro-
gram on at least a half-time basis at (1) an accredited post-sec-
ondary educational institution defined by reference to section 481
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of the Higher Education Act of 1965, or (2) an institution con-
ducting an internship or residency program leading to a degree or
certificate from an institution of higher education, a hospital, or a
health care facility conducting postgraduate training.

The maximum allowable annual deduction is $2,500. The deduc-
tion is phased-out ratably for single taxpayers with modified ad-
justed gross income between $40,000 and $55,000 and for married
taxpayers filing joint returns with modified adjusted gross income
between $60,000 and $75,000. The income ranges will be adjusted
for inflation after 2002.

REASONS FOR CHANGE

The Committee believes that it is appropriate to expand the de-
duction for individuals who pay interest on qualified education
loans by repealing the limitation that the deduction is allowed only
with respect to interest paid during the first 60 months in which
interest payments are required. In addition, the repeal of the 60-
month limitation lessens complexity and administrative burdens
for taxpayers, lenders, loan servicing agencies, and the Internal
Revenue Service. The Committee also believes it appropriate to in-
crease the income phase-out ranges applicable to the student loan
interest deduction to make the deduction available to more tax-
payers and to reduce the potential marriage penalty caused by the
phase-out ranges.

EXPLANATION OF PROVISION

The bill increases the income phase-out ranges for eligibility for
the student loan interest deduction to $50,000 to $65,000 for single
taxpayers and to $100,000 to $130,000 for married taxpayers filing
joint returns. These income phase-out ranges are adjusted annually
for inflation after 2002.

The bill repeals both the limit on the number of months during
which interest paid on a qualified education loan is deductible and
tf)lle restriction that voluntary payments of interest are not deduct-
ible.

EFFECTIVE DATE

The provision is effective for interest paid on qualified education
loans after December 31, 2001.

E. ELIMINATE TAX ON AWARDS UNDER THE NATIONAL HEALTH
SERVICE CORPS SCHOLARSHIP PROGRAM AND THE F. EDWARD
HEBERT ARMED FORCES HEALTH PROFESSIONS SCHOLARSHIP AND
FINANCIAL ASSISTANCE PROGRAM

(Sec. 413 of the bill and Sec. 117 of the Code)
PRESENT LAW

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
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117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. In addition to the exclusion for
qualified scholarships, section 117 provides an exclusion from gross
income for qualified tuition reductions for certain education pro-
vided to employees (and their spouses and dependents) of certain
educational organizations.

The exclusion for qualified scholarships and qualified tuition re-
ductions does not apply to any amount received by a student that
represents payment for teaching, research, or other services by the
student required as a condition for receiving the scholarship or tui-
tion reduction.

The National Health Service Corps Scholarship Program (the
“NHSC Scholarship Program”) and the F. Edward Hebert Armed
Forces Health Professions Scholarship and Financial Assistance
Program (the “Armed Forces Scholarship Program”) provide edu-
cation awards to participants on the condition that the participants
provide certain services. In the case of the NHSC Program, the re-
cipient of the scholarship is obligated to provide medical services
in a geographic area (or to an underserved population group or des-
ignated facility) identified by the Public Health Service as having
a shortage of health care professionals. In the case of the Armed
Forces Scholarship Program, the recipient of the scholarship is obli-
gated to serve a certain number of years in the military at an
armed forces medical facility. Because the recipients are required
to perform services in exchange for the education awards, the
awards used to pay higher education expenses are taxable income
to the recipient.

REASONS FOR CHANGE

The Committee believes it appropriate to provide tax-free treat-
ment for scholarships received by medical, dental, nursing, and
physician assistant students under the NHSC Scholarship Program
and the Armed Forces Scholarship Program.

EXPLANATION OF PROVISION

The bill provides that amounts received by an individual under
the NHSC Scholarship Program or the Armed Forces Scholarship
Program are eligible for tax-free treatment as qualified scholar-
ships under section 117, without regard to any service obligation
by the recipient. As with other qualified scholarships under section
117, the tax-free treatment does not apply to amounts received by
students for regular living expenses, including room and board.

EFFECTIVE DATE

The provision is effective for education awards received after De-
cember 31, 2001.
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F. Tax BENEFITS FOR CERTAIN TYPES OF BONDS FOR EDUCATIONAL
FACILITIES AND ACTIVITIES

(Secs. 421-422 of the bill and Secs. 142 and 146148 of the Code)
PRESENT LAW
Tax-exempt bonds

In general

Interest on debt 30 incurred by States or local governments is ex-
cluded from income if the proceeds of the borrowing are used to
carry out governmental functions of those entities or the debt is re-
paid with governmental funds (Sec. 103).31 Like other activities
carried out or paid for by States and local governments, the con-
struction, renovation, and operation of public schools is an activity
eligible for financing with the proceeds of tax-exempt bonds.

Interest on bonds that nominally are issued by States or local
governments, but the proceeds of which are used (directly or indi-
rectly) by a private person and payment of which is derived from
funds of such a private person is taxable unless the purpose of the
borrowing is approved specifically in the Code or in a non-Code
provision of a revenue Act. These bonds are called “private activity
bonds.” 32 The term “private person” includes the Federal Govern-
ment and all other individuals and entities other than States or
local governments.

Private activities eligible for financing with tax-exempt pri-
vate activity bonds

Present law includes several exceptions permitting States or
local governments to act as conduits providing tax-exempt financ-
ing for private activities. Both capital expenditures and limited
working capital expenditures of charitable organizations described
in section 501(c)(3) of the Code—including elementary, secondary,
and post-secondary schools—may be financed with tax-exempt pri-
vate activity bonds (“qualified 501(c)(3) bonds”).

States or local governments may issue tax-exempt “exempt-facil-
ity bonds” to finance property for certain private businesses. Busi-
ness facilities eligible for this financing include transportation (air-
ports, ports, local mass commuting, and high speed intercity rail fa-
cilities); privately owned and/or privately operated public works fa-
cilities (sewage, solid waste disposal, local district heating or cool-
ing, and hazardous waste disposal facilities); privately-owned and/
or operated low-income rental housing; and certain private facilities
for the local furnishing of electricity or gas. A further provision al-
lows tax-exempt financing for “environmental enhancements of
hydro-electric generating facilities.” Tax-exempt financing also is
authorized for capital expenditures for small manufacturing facili-
ties and land and equipment for first-time farmers (“qualified
small-issue bonds”), local redevelopment activities (“qualified rede-

30 Hereinafter referred to as “State or local government bonds.”

31Interest on this debt is included in calculating the “adjusted current earnings” preference
of the corporate alternative minimum tax.

32 Interest on private activity bonds (other than qualified 501(c)(3) bonds) is a preference item
in calculating the alternative minimum tax.
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velopment bonds”), and eligible empowerment zone and enterprise
community businesses. Tax-exempt private activity bonds also may
be issued to finance limited non-business purposes: certain student
loans and mortgage loans for owner-occupied housing (“qualified
mortgage bonds” and “qualified veterans’ mortgage bonds”).

Private activity tax-exempt bonds may not be issued to finance
schools for private, for-profit businesses.

In most cases, the aggregate volume of private activity tax-ex-
empt bonds is restricted by annual aggregate volume limits im-
posed on bonds issued by issuers within each State. These annual
volume limits are equal to $62.50 per resident of the State, or
$187.5 million if greater. The volume limits are scheduled to in-
crease to the greater of $75 per resident of the State or $225 mil-
lion in calendar year 2002. After 2002, the volume limits will be
indexed annually for inflation.

Arbitrage restrictions on tax-exempt bonds

The Federal income tax does not apply to the income of States
and local governments that is derived from the exercise of an es-
sential governmental function. To prevent these tax-exempt enti-
ties from issuing more Federally subsidized tax-exempt bonds than
is necessary for the activity being financed or from issuing such
bonds earlier than needed for the purpose of the borrowing, the
Code includes arbitrage restrictions limiting the ability to profit
from investment of tax-exempt bond proceeds. In general, arbitrage
profits may be earned only during specified periods (e.g., defined
“temporary periods” before funds are needed for the purpose of the
borrowing) or on specified types of investments (e.g., “reasonably
required reserve or replacement funds”). Subject to limited excep-
tions, profits that are earned during these periods or on such in-
vestments must be rebated to the Federal Government.

Present law includes three exceptions to the arbitrage rebate re-
quirements applicable to education-related bonds. First, issuers of
all types of tax-exempt bonds are not required to rebate arbitrage
profits if all of the proceeds of the bonds are spent for the purpose
of the borrowing within six months after issuance.33

Second, in the case of bonds to finance certain construction ac-
tivities, including school construction and renovation, the six-
month period is extended to 24 months. Arbitrage profits earned on
construction proceeds are not required to be rebated if all such pro-
ceeds (other than certain retainage amounts) are spent by the end
of the 24-month period and prescribed intermediate spending per-
centages are satisfied.34 Issuers qualifying for this “construction
bond” exception may elect to be subject to a fixed penalty payment
regime in lieu of rebate if they fail to satisfy the spending require-
ments.

Third, governmental bonds issued by “small” governments are
not subject to the rebate requirement. Small governments are de-
fined as general purpose governmental units that issue no more

33In the case of governmental bonds (including bonds to finance public schools), the six-month
expenditure exception is treated as satisfied if at least 95 percent of the proceeds is spent within
six months and the remaining five percent is spent within 12 months after the bonds are issued.

34 Retainage amounts are limited to no more than five percent of the bond proceeds, and these
amounts must be spent for the purpose of the borrowing no later than 36 months after the
bonds are issued.
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than $5 million of tax-exempt governmental bonds in a calendar
year. The $5 million limit is increased to $10 million if at least $5
million of the bonds are used to finance public schools.35

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, States and
local governments are given the authority to issue “qualified zone
academy bonds.” Under present law, a total of $400 million of
qualified zone academy bonds may be issued in each of 1998
through 2001. The $400 million aggregate bond authority is allo-
cated each year to the States according to their respective popu-
lations of individuals below the poverty line. Each State, in turn,
allocates the credit to qualified zone academies within such State.
A State may carry over any unused allocation for up to two years
(three years for authority arising before 2000).

Certain financial institutions (i.e., banks, insurance companies,
and corporations actively engaged in the business of lending
money) that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate multi-
plied by the face amount of the bond. An eligible financial institu-
tion holding a qualified zone academy bond on the credit allowance
date (i.e., each one-year anniversary of the issuance of the bond)
is entitled to a credit. The credit amount is includible in gross in-
come (as if it were a taxable interest payment on the bond), and
the credit may be claimed against regular income tax and alter-
native minimum tax liability.

The Treasury Department sets the credit rate daily at a rate es-
timated to allow issuance of qualified zone academy bonds without
discount and without interest cost to the issuer. The maximum
term of the bonds also is determined by the Treasury Department,
so that the present value of the obligation to repay the bond is 50
percent of the face value of the bond. Present value is determined
using as a discount rate the average annual interest rate of tax-
exempt obligations with a term of 10 years or more issued during
the month.

“Qualified zone academy bonds” are defined as bonds issued by
a State or local government, provided that: (1) at least 95 percent
of the proceeds is used for the purpose of renovating, providing
equipment to, developing course materials for use at, or training
teachers and other school personnel in a “qualified zone academy”
and (2) private entities have promised to contribute to the qualified
zone academy certain equipment, technical assistance or training,
employee services, or other property or services with a value equal
to at least 10 percent of the bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in a designated empowerment zone or a designated enter-

35The Small Business Job Protection Act of 1996 permitted issuance of the additional $5 mil-
lion in public school bonds by small governments. Previously, small governments were defined
as governments that issued no more than $5 million of governmental bonds without regard to
the purpose of the financing.
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prise community, or (b) it is reasonably expected that at least 35
percent of the students at the school will be eligible for free or re-
duced-cost lunches under the school lunch program established
under the National School Lunch Act.

REASONS FOR CHANGE

The policy underlying the arbitrage rebate exception for bonds of
small governmental units is to reduce complexity for these entities
because they may not have in-house financial staff to engage in the
expenditure and investment tracking necessary for rebate compli-
ance. The exception further is justified by the limited potential for
arbitrage profits at small issuance levels and limitation of the pro-
vision to governmental bonds, which typically require voter ap-
proval before issuance. The Committee believes that a limited in-
crease of $5 million per year for public school construction bonds
will more accurately conform this present-law exception to current
school construction costs.

Further, the Committee wishes to encourage public-private part-
nerships to improve educational opportunities. To permit public-
private partnerships to reap the benefit of the implicit subsidy to
capital costs provided through tax-exempt financing, the Com-
mittee determined that it is appropriate to allow the issuance of
tax-exempt private activity bonds for public school facilities.

EXPLANATION OF PROVISIONS

Increase amount of governmental bonds that may be issued by gov-
ernments qualifying for the “small governmental unit” arbitrage
rebate exception

The additional amount of governmental bonds for public schools
that small governmental units may issue without being subject to
the arbitrage rebate requirements is increased from $5 million to
$10 million. Thus, these governmental units may issue up to $15
million of governmental bonds in a calendar year provided that at
least $10 million of the bonds are used to finance public school con-
struction expenditures.

Allow issuance of tax-exempt private activity bonds for public school
facilities

The private activities for which tax-exempt bonds may be issued
are expanded to include elementary and secondary public school fa-
cilities which are owned by private, for-profit corporations pursuant
to public-private partnership agreements with a State or local edu-
cational agency. The term school facility includes school buildings
and functionally related and subordinate land (including stadiums
or other athletic facilities primarily used for school events)3¢ and
depreciable personal property used in the school facility. The school
facilities for which these bonds are issued must be operated by a
public educational agency as part of a system of public schools.

A public-private partnership agreement is defined as an arrange-
ment pursuant to which the for-profit corporate party constructs,
rehabilitates, refurbishes or equips a school facility for a public

36 The present-law limit on the amount of the proceeds of a private activity bond issue that
may be used to finance land acquisition does not apply to these bonds.
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school agency (typically pursuant to a lease arrangement). The
agreement must provide that, at the end of the contract term, own-
ership of the bond-financed property is transferred to the public
school agency party to the agreement for no additional consider-
ation.

Issuance of these bonds is subject to a separate annual per-State
private activity bond volume limit equal to $10 per resident ($5
million, if greater) in lieu of the present-law State private activity
bond volume limits. As with the present-law State private activity
bond volume limits, States can decide how to allocate the bond au-
thority to State and local government agencies. Bond authority that
is unused in the year in which it arises may be carried forward for
up to three years for public school projects under rules similar to
the carryforward rules of the present-law private activity bond vol-
ume limits.

EFFECTIVE DATE

The provisions are effective for bonds issued after December 31,
2001.
G. DEDUCTION FOR QUALIFIED HIGHER EDUCATION EXPENSES

(Sec. 431 of the bill and new Sec. 222 of the Code)
PRESENT LAW

Deduction for education expenses

Under present law, an individual taxpayer generally may not de-
duct the education and training expenses of the taxpayer or the
taxpayer’s dependents. However, a deduction for education ex-
penses generally is allowed under Internal Revenue Code (“the
Code”) section 162 if the education or training (1) maintains or im-
proves a skill required in a trade or business currently engaged in
by the taxpayer, or (2) meets the express requirements of the tax-
payer’s employer, or requirements of applicable law or regulations,
imposed as a condition of continued employment (Treas. Reg. sec.
1.162-5). Education expenses are not deductible if they relate to
certain minimum educational requirements or to education or
training that enables a taxpayer to begin working in a new trade
or business. In the case of an employee, education expenses (if not
reimbursed by the employer) may be claimed as an itemized deduc-
tion only if such expenses meet the above described criteria for de-
ductibility under section 162 and only to the extent that the ex-
penses, along with other miscellaneous deductions, exceed 2 per-
cent of the taxpayer’s adjusted gross income.

HOPE and Lifetime Learning credits

HOPE credit

Under present law, individual taxpayers are allowed to claim a
nonrefundable credit, the “HOPE” credit, against Federal income
taxes of up to $1,500 per student per year for qualified tuition and
related expenses paid for the first two years of the student’s post
secondary education in a degree or certificate program. The HOPE
credit rate is 100 percent on the first $1,000 of qualified tuition
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and related expenses, and 50 percent on the next $1,000 of quali-
fied tuition and related expenses.3? The qualified tuition and re-
lated expenses must be incurred on behalf of the taxpayer, the tax-
payer’s spouse, or a dependent of the taxpayer. The HOPE credit
is available with respect to an individual student for two taxable
years, provided that the student has not completed the first two
years of post-secondary education before the beginning of the sec-
ond taxable year.3®8 The HOPE credit that a taxpayer may other-
wise claim is phased-out ratably for taxpayers with modified AGI
between $40,000 and $50,000 ($80,000 and $100,000 for joint re-
turns). For taxable years beginning after 2001, the $1,500 max-
imum HOPE credit amount and the AGI phase-out ranges are in-
dexed for inflation.

The HOPE credit is available for “qualified tuition and related
expenses,” which include tuition and fees required to be paid to an
eligible educational institution as a condition of enrollment or at-
tendance of an eligible student at the institution. Charges and fees
associated with meals, lodging, insurance, transportation, and simi-
lar personal, living, or family expenses are not eligible for the cred-
it. The expenses of education involving sports, games, or hobbies
are not qualified tuition and related expenses unless this education
is part of the student’s degree program.

Qualified tuition and related expenses generally include only out-
of-pocket expenses. Qualified tuition and related expenses do not
include expenses covered by employer-provided educational assist-
ance and scholarships that are not required to be included in the
gross income of either the student or the taxpayer claiming the
credit. Thus, total qualified tuition and related expenses are re-
duced by any scholarship or fellowship grants excludable from
gross income under section 117 and any other tax free educational
benefits received by the student (or the taxpayer claiming the cred-
it) during the taxable year.

Lifetime Learning credit

Individual taxpayers are allowed to claim a nonrefundable credit,
the Lifetime Learning credit, against Federal income taxes equal to
20 percent of qualified tuition and related expenses incurred during
the taxable year on behalf of the taxpayer, the taxpayer’s spouse,
or any dependents. For expenses paid after June 30, 1998, and
prior to January 1, 2003, up to $5,000 of qualified tuition and re-
lated expenses per taxpayer return are eligible for the Lifetime
Learning credit (i.e., the maximum credit per taxpayer return is
$1,000). For expenses paid after December 31, 2002, up to $10,000
of qualified tuition and related expenses per taxpayer return will
be eligible for the Lifetime Learning credit (i.e., the maximum cred-
it per taxpayer return will be $2,000).

In contrast to the HOPE credit, a taxpayer may claim the Life-
time Learning credit for an unlimited number of taxable years.
Also in contrast to the HOPE credit, the maximum amount of the

37Thus, an eligible student who incurs $1,000 of qualified tuition and related expenses is eli-

ible (subject to the AGI phase-out) for a $1,000 HOPE credit. If an eligible student incurs
52,000 of qualified tuition and related expenses, then he or she is eligible for a $1,500 HOPE
credit.

38The HOPE credit may not be claimed against a taxpayer’s alternative minimum tax liabil-
ity.
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Lifetime Learning credit that may be claimed on a taxpayer’s re-
turn will not vary based on the number of students in the tax-
payer’s family—that is, the HOPE credit is computed on a per stu-
dent basis, while the Lifetime Learning credit is computed on a
family wide basis. The Lifetime Learning credit amount that a tax-
payer may otherwise claim is phased-out ratably for taxpayers with
modified AGI between $40,000 and $50,000 ($80,000 and $100,000
for joint returns).

REASONS FOR CHANGE

The Committee recognizes that in some cases a deduction for
education expenses may provide greater tax relief than the present-
law credits. The Committee wishes to maximize tax benefits for
education, and provide greater choice for taxpayers in determining
which tax benefit is most appropriate for them.

EXPLANATION OF PROVISION

The bill permits taxpayers an above-the-line deduction for quali-
fied higher education expenses paid by the taxpayer during a tax-
able year. Qualified higher education expenses are defined in the
same manner as for purposes of the HOPE credit.

In 2002 and 2003, taxpayers with adjusted gross income 39 that
does not exceed $65,000 ($130,000 in the case of married couples
filing joint returns) are entitled to a maximum deduction of $3,000
per year. Taxpayers with adjusted gross income above these
thresholds would not be entitled to a deduction. In 2004 and 2005,
taxpayers with adjusted gross income that does not exceed $65,000
($130,000 in the case of married taxpayers filing joint returns) are
entitled to a maximum deduction of $5,000 and taxpayers with ad-
justed gross income that does not exceed $80,000 ($160,000 in the
case of married taxpayers filing joint returns) are entitled to a
maximum deduction of $2,000.

Taxpayers are not eligible to claim the deduction and a HOPE
or Lifetime Learning Credit in the same year with respect to the
same student. A taxpayer may claim an exclusion for distributions
from a qualified tuition plan, distributions from an education indi-
vidual retirement account, or interest on education savings bonds,
as long as both a deduction and an exclusion are not claimed for
the same expenses.

EFFECTIVE DATE

The provision is effective for payments made in taxable years be-
ginning after December 31, 2001, and before January 1, 2006.

H. CREDIT FOR INTEREST ON QUALIFIED HIGHER EDUCATION LOANS
(Sec. 432 of the bill and new Sec. 25B of the Code)
PRESENT LAW

An above-the-line deduction for interest paid on qualified edu-
cation loans is permitted during the first 60 months in which inter-

39The provision contains ordering rules for use in determining adjusted gross income for pur-
poses of the deduction.
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est payments are required. Required payments of interest generally
do not include voluntary payments, such as interest payments
made during a period of loan forbearance. Months during which in-
terest payments are not required because the qualified education
loan is in deferral or forbearance do not count against the 60—
month period. No deduction is allowed to an individual if that indi-
vidual is claimed as a dependent on another taxpayer’s return for
the taxable year.

The maximum allowable annual deduction is $2,500. The deduc-
tion is phased-out ratably for single taxpayers with modified ad-
justed gross income between $40,000 and $55,000 and for married
taxpayers filing joint returns with modified adjusted gross income
between $60,000 and $75,000. The income ranges will be adjusted
for inflation after 2002.40

A qualified education loan generally is defined as any indebted-
ness incurred solely to pay for certain costs of attendance (includ-
ing room and board) of a student (who may be the taxpayer, the
taxpayer’s spouse, or any dependent of the taxpayer as of the time
the indebtedness was incurred) who is enrolled in a degree pro-
gram on at least a half-time basis at (1) an accredited post-sec-
ondary educational institution defined by reference to section 481
of the Higher Education Act of 1965, or (2) an institution con-
ducting an internship or residency program leading to a degree or
certificate from an institution of higher education, a hospital, or a
health care facility conducting postgraduate training.

REASONS FOR CHANGE

The Committee wishes to make the payment of higher education
less costly for taxpayers and to give taxpayers a choice in maxi-
mizing their tax benefits. A credit for interest paid on qualified
higher education loans will in many cases give taxpayers a greater
tax benefit than the deduction.

EXPLANATION OF PROVISION

The bill permits taxpayers a nonrefundable personal credit for
interest paid on qualified education loans during the first 60
months in which interest payments are required. The maximum
annual credit available would be $500.

The credit is phased-out for single taxpayers with modified ad-
justed gross income between $35,000 and $45,000 and for married
taxpayers filing joint returns with modified adjusted gross income
between $70,000 and $90,000. These income phase-out ranges
would be adjusted annually for inflation after 2009.

A taxpayer taking the credit in a taxable year for payment of in-
terest on a qualified education loan would not be allowed a student
loan interest deduction in such taxable year. Similarly, if the tax-
payer took a deduction, the taxpayer would not qualify for the cred-
it.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2008.

40 Another section of the bill makes certain modifications to present law.
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I. CoMPLIANCE WITH CONGRESSIONAL BUDGET ACT

(Secs. 441 and 442 of the bill)
PRESENT LAW

Reconciliation is a procedure under the Congressional Budget Act
of 1974 (the “Budget Act”) by which Congress implements spending
and tax policies contained in a budget resolution. The Budget Act
contains numerous rules enforcing the scope of items permitted to
be considered under the budget reconciliation process. One such
rule, the so-called “Byrd rule,” was incorporated into the Budget
Act in 1990. The Byrd rule, named after its principal sponsor, Sen-
ator Robert C. Byrd, is contained in section 313 of the Budget Act.
The Byrd rule generally permits members to raise a point of order
against extraneous provisions (those which are unrelated to the
goals of the reconciliation process) from either a reconciliation bill
or a conference report on such bill.

Under the Byrd rule, a provision is considered to be extraneous
if it falls under one or more of the following six definitions:

(1) It does not produce a change in outlays or revenues;

(2) It produces an outlay increase or revenue decrease when
the instructed committee is not in compliance with its instruc-
tions;

(3) It is outside of the jurisdiction of the committee that sub-
mitted the title or provision for inclusion in the reconciliation
measure;

(4) It produces a change in outlays or revenues which is
merely incidental to the nonbudgetary components of the provi-
sion;

(5) It would increase net outlays or decrease revenues for a
fiscal year beyond those covered by the reconciliation measure;
and

(6) It recommends changes in Social Security.

REASONS FOR CHANGE

This title of the bill contains language sunsetting each provision
in the title in order to preclude each such provision from violating
the fifth definition of extraneity of the Byrd rule. Inclusion of the
language restoring each such provision would undo the sunset lan-
guage; therefore, the “restoration” language is itself subject to the
Byrd rule.

EXPLANATION OF PROVISION

Sunset of provisions

To ensure compliance with the Budget Act, the bill provides that
all provisions of, and amendments made by, the bill relating to
education which are in effect on September 30, 2011, shall cease
to apply as of the close of September 30, 2011.

Restoration of provisions

All provisions of, and amendments made by, the bill relating to
education which were terminated under the sunset provision shall
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begin to apply again as of October 1, 2011, as provided in each
such provision or amendment.



V. ESTATE, GIFT, AND GENERATION-SKIPPING
TRANSFER TAX PROVISIONS

A. PHASEOUT AND REPEAL OF ESTATE AND GENERATION-SKIPPING
TRANSFER TAXES; INCREASE IN GIFT TAX UNIFIED CREDIT EFFEC-
TIVE EXEMPTION

(Secs. 501-542 of the bill, Secs. 121, 684, 1014, 1040, 1221, 2001-
2210, 2501, 2502, 2503, 2505, 2511, 2601-2663, 4947, 6018, 6019,
and 7701 of the Code, and new Secs. 1022, 2058, 2210, 2664, and
6716 of the Code)

PRESENT LAW
Estate and gift tax rules

In general

Under present law, a gift tax is imposed on lifetime transfers and
an estate tax is imposed on transfers at death. The gift tax and the
estate tax are unified so that a single graduated rate schedule ap-
plies to cumulative taxable transfers made by a taxpayer during
his or her lifetime and at death. The unified estate and gift tax
rates begin at 18 percent on the first $10,000 in cumulative taxable
transfers and reach 55 percent on cumulative taxable transfers
over $3 million. In addition, a 5-percent surtax is imposed on cu-
mulative taxable transfers between $10 million and $17,184,000,
which has the effect of phasing out the benefit of the graduated
rates. Thus, these estates are subject to a top marginal rate of 60
percent. Estates over $17,184,000 are subject to a flat rate of 55
percent, as the benefit of the graduated rates has been phased out.

Gift tax annual exclusion

Donors of lifetime gifts are provided an annual exclusion of
$10,000 (indexed for inflation occurring after 1997) of transfers of
present interests in property to any one donee during the taxable
year. If the non-donor spouse consents to split the gift with the
donor spouse, then the annual exclusion is $20,000. Unlimited
transfers between spouses are permitted without imposition of a
gift tax.

Unified credit

A unified credit is available with respect to taxable transfers by
gift and at death. The unified credit amount effectively exempts
from tax transfers totaling $675,000 in 2001, $700,000 in 2002 and
2003, $850,000 in 2004, $950,000 in 2005, and $1 million in 2006
and thereafter. The benefit of the unified credit applies at the low-
est estate and gift tax rates. For example, in 2001, the unified cred-
it applies between the 18-percent and 37-percent estate and gift tax
rates. Thus, in 2001, taxable transfers, after application of the uni-

(45)
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fied credit, are effectively subject to estate and gift tax rates begin-
ning at 37 percent.

Transfers to a surviving spouse

In general.—A 100-percent marital deduction generally is per-
mitted for the value of property transferred between spouses. In
addition, transfers of a “qualified terminable interest” also are eli-
gible for the marital deduction. A “qualified terminable interest” is
property: (1) which passes from the decedent, (2) in which the sur-
viving spouse has a “qualifying income interest for life,” and (3) to
which an election under these rules applies. A “qualifying income
interest for life” exists if: (1) the surviving spouse is entitled to all
the income from the property (payable annually or at more fre-
quent intervals) or the right to use property during the spouse’s
life, and (2) no person has the power to appoint any part of the
property to any person other than the surviving spouse.

Transfers to surviving spouses who are not U.S. citizens.—A mar-
ital deduction generally is denied for property passing to a sur-
viving spouse who is not a citizen of the United States. A marital
deduction is permitted, however, for property passing to a qualified
domestic trust of which the noncitizen surviving spouse is a bene-
ficiary. A qualified domestic trust is a trust that has as its trustee
at least one U.S. citizen or U.S. corporation. No corpus may be dis-
tributed from a qualified domestic trust unless the U.S. trustee has
the right to withhold any estate tax imposed on the distribution.

There is an estate tax imposed on (1) any distribution from a
qualified domestic trust before the date of the death of the noncit-
izen surviving spouse and (2) the value of the property remaining
in a qualified domestic trust on the date of death of the noncitizen
surviving spouse. The tax is computed as an additional estate tax
on the estate of the first spouse to die.

Expenses, indebtedness, and taxes

An estate tax deduction is allowed for funeral expenses and ad-
ministration expenses of an estate. An estate tax deduction also is
allowed for claims against the estate and unpaid mortgages on, or
any indebtedness in respect of, property for which the value of the
decedent’s interest therein, undiminished by the debt, is included
in the value of the gross estate.

If the total amount of claims and debts against the estate ex-
ceeds the value of the property to which the claims relate, an es-
tate tax deduction for the excess is allowed, provided such excess
is paid before the due date of the estate tax return. A deduction
for claims against the estate generally is permitted only if the
claim is allowable by the law of the jurisdiction under which the
estate is being administered.

A deduction also is allowed for the full unpaid amount of any
mortgage upon, or of any other indebtedness in respect of, any
property included in the gross estate (including interest which has
accrued thereon to the date of the decedent’s death), provided that
the full value of the underlying property is included in the dece-
dent’s gross estate.
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Basis of property received

In general.—A taxpayer who receives property from a decedent’s
estate or from a donor of a lifetime gift may want to sell or other-
wise dispose of the property. Gain or loss, if any, on the disposition
of the property is measured by the taxpayer’s amount realized (e.g.,
gross proceeds received) on the disposition, less the taxpayer’s basis
in such property.

Basis generally represents a taxpayer’s investment in property
with certain adjustments required after acquisition. For example,
basis is increased by the cost of capital improvements made to the
property and decreased by depreciation deductions taken with re-
spect to the property.

Property received from a donor of a lifetime gift takes a carry-
over basis. “Carryover basis” means that the basis in the hands of
the donee is the same as it was in the hands of the donor plus any
gift tax paid on any unrealized appreciation. The basis of a lifetime
gift, however, generally cannot exceed the property’s fair market
value on the date of the gift. If the basis of the property is greater
than the fair market value of the property on the date of gift, then,
for purposes of determining loss, the basis is the property’s fair
market value on the date of gift.

Property passing from a decedent’s estate generally takes a
stepped-up basis. “Stepped-up basis” for estate tax purposes means
that the basis of property passing from a decedent’s estate gen-
erally is the fair market value on the date of the decedent’s death
(or, if the alternate valuation date is elected, the earlier of six
months after the decedent’s death or the date the property is sold
or distributed by the estate). This step up (or step down) in basis
eliminates the recognition of any income on the appreciation of the
property that occurred prior to the decedent’s death, and has the
effect of eliminating the tax benefit from any unrealized loss.

Special rule for community property.—In community property
states, a surviving spouse’s one-half share of community property
held by the decedent and the surviving spouse (under the commu-
nity property laws of any State, U.S. possession, or foreign country)
generally is treated as having passed from the decedent, and thus
is eligible for stepped-up basis. This rule applies if at least one-half
of the whole of the community interest is includible in the dece-
dent’s gross estate.

Special rules for interests in certain foreign entities.—Stepped-up
basis treatment generally is denied to certain interests in foreign
entities. Under present law, stock or securities in a foreign per-
sonal holding company take a carryover basis. Stock in a foreign
investment company takes a stepped up basis reduced by the dece-
dent’s ratable share of accumulated earnings and profits. In addi-
tion, stock in a passive foreign investment company (including
those for which a mark-to-market election has been made) gen-
erally takes a carryover basis, except that a passive foreign invest-
ment company for which a decedent shareholder had made a quali-
fied electing fund election is allowed a stepped up basis. Stock
owned by a decedent in a domestic international sales corporation
(or former domestic international sales corporation) takes a stepped
up basis reduced by the amount (if any) which would have been in-
cluded in gross income under section 995(c) as a dividend if the de-
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cedent had lived and sold the stock at its fair market value on the
estate tax valuation date (i.e., generally the date of the decedent’s
death unless an alternate valuation date is elected).

Provisions affecting small and family-owned businesses and
farms

Special-use valuation.—An executor can elect for estate tax pur-
poses to value certain “qualified real property” used in farming or
another qualifying closely-held trade or business at its current-use
value, rather than its fair market value. The maximum reduction
in value for such real property is $750,000 (adjusted for inflation
occurring after 1997). Real property generally can qualify for spe-
cial-use valuation if at least 50 percent of the adjusted value of the
decedent’s gross estate consists of a farm or closely-held business
assets in the decedent’s estate (including both real and personal
property) and at least 25 percent of the adjusted value of the gross
estate consists of farm or closely-held business property. In addi-
tion, the property must be used in a qualified use (e.g., farming)
by the decedent or a member of the decedent’s family for five of the
eight years before the decedent’s death.

If, after a special-use valuation election is made, the heir who ac-
quired the real property ceases to use it in its qualified use within
10 years of the decedent’s death, an additional estate tax is im-
posed in order to recapture the entire estate-tax benefit of the spe-
cial-use valuation.

Family-owned business deduction.—An estate is permitted to de-
duct the adjusted value of a qualified-family owned business inter-
est of the decedent, up to $675,000.41 A qualified family-owned
business interest is defined as any interest in a trade or business
(regardless of the form in which it is held) with a principal place
of business in the United States if the decedent’s family owns at
least 50 percent of the trade or business, two families own 70 per-
cent, or three families own 90 percent, as long as the decedent’s
family owns at least 30 percent of the trade or business. An inter-
est in a trade or business does not qualify if any interest in the
business (or a related entity) was publicly-traded at any time with-
in three years of the decedent’s death. An interest in a trade or
business also does not qualify if more than 35 percent of the ad-
justed ordinary gross income of the business for the year of the de-
cedent’s death was personal holding company income. In the case
of a trade or business that owns an interest in another trade or
business (i.e., “tiered entities”), special look-through rules apply.
The value of a trade or business qualifying as a family-owned busi-
ness interest is reduced to the extent the business holds passive as-
sets or excess cash or marketable securities.

To qualify for the exclusion, the decedent (or a member of the de-
cedent’s family) must have owned and materially participated in

41The qualified family-owned business deduction and the unified credit effective exemption
amount are coordinated. If the maximum deduction amount of $675,000 is elected, then the uni-
fied credit effective exemption amount is $625,000, for a total of $1.3 million. If the qualified
family-owned business deduction is less than $675,000, then the unified credit effective exemp-
tion amount is equal to $625,000, increased by the difference between $675,000 and the amount
of the qualified family-owned business deduction. However, the unified credit effective exemp-
tion amount cannot be increased above the generally applicable exemption amount in effect for
the taxable year.
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the trade or business for at least five of the eight years preceding
the decedent’s date of death. In addition, at least one qualified heir
(or member of the qualified heir’s family) is required to materially
participate in the trade or business for at least 10 years following
the decedent’s death.

The qualified family-owned business rules provide a graduated
recapture based on the number of years after the decedent’s death
in which the disqualifying event occurred. Under the provision, if
the disqualifying event occurred within six years of the decedent’s
death, then 100 percent of the tax is recaptured. The remaining
percentage of recapture based on the year after the decedent’s
death in which a disqualifying event occurs is as follows: the dis-
qualifying event occurs during the seventh year after the dece-
dent’s death, 80 percent; during the eighth year after the dece-
dent’s death, 60 percent; during the ninth year after the decedent’s
death, 40 percent; and during the tenth year after the decedent’s
death, 20 percent. For purposes of the qualified family-owned busi-
ness deduction, the contribution of a qualified conservation ease-
ment is not considered a disposition that would trigger recapture
of estate tax.

In general, there is no requirement that the qualified heir (or
members of his or her family) continue to hold or participate in the
trade or business more than 10 years after the decedent’s death.
However, the 10-year recapture period can be extended for a period
of up to two years if the qualified heir does not begin to use the
property for a period of up to two years after the decedent’s death.

An estate can claim the benefits of both the qualified family-
owned business deduction and special-use valuation. For purposes
of determining whether the value of the trade or business exceeds
50 percent of the decedent’s gross estate, if the estate claimed spe-
cial-use valuation, then the property’s special-use value is used.

State death tax credit

A credit is allowed against the Federal estate tax for any estate,
inheritance, legacy, or succession taxes actually paid to any State
or the District of Columbia with respect to any property included
in the decedent’s gross estate. The maximum amount of credit al-
lowable for State death taxes is determined under a graduated rate
table, the top rate of which is 16 percent, based on the size of the
decedent’s adjusted taxable estate. Most States impose a “pick-up”
or “soak-up” estate tax, which serves to impose a state tax equal
to the maximum Federal credit allowed.

Estate and gift taxation of nonresident noncitizens

Nonresident noncitizens are subject to gift tax with respect to
certain transfers by gift of U.S.-situated property. Such property
includes real estate and tangible property located within the
United States. Nonresident noncitizens generally are not subject to
U.S. gift tax on the transfer of intangibles, such as stock or securi-
ties, regardless of where such property is situated.

Estates of nonresident noncitizens generally are taxed at the
same estate tax rates applicable to U.S. citizens, but the taxable
estate includes only property situated within the United States
that is owned by the decedent at death. This includes the value at
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death of all property, real or personal, tangible or intangible, situ-
ated in the United States. Special rules apply which treat certain
property as being situated within and without the United States
for these purposes.

Unless modified by a treaty, a nonresident who is not a U.S. cit-
izen generally is allowed a unified credit of $13,000, which effec-
tively exempts $60,000 in assets from estate tax.

Generation-skipping transfer tax

A generation-skipping transfer tax generally is imposed on trans-
fers, either directly or through a trust or similar arrangement, to
a “skip person” (i.e., a beneficiary in a generation more than one
generation below that of the transferor). Transfers subject to the
generation-skipping transfer tax include direct skips, taxable ter-
minations, and taxable distributions. The generation-skipping
transfer tax is imposed at a flat rate of 55 percent (i.e., the top es-
tate and gift tax rate) on cumulative generation-skipping transfers
in excess of $1 million (indexed for inflation occurring after 1997).

Selected income tax provisions

Transfers to certain foreign trusts and estates

A transfer (during life or at death) by a U.S. person to a foreign
trust or estate generally is treated as a sale or exchange of the
property for an amount equal to the fair market value of the trans-
ferred property. The amount of gain that must be recognized by the
transferor is equal to the excess of the fair market value of the
property transferred over the adjusted basis (for purposes of deter-
mining gain) of such property in the hands of the transferor.

Net operating loss and capital loss carryovers

Under present law, a capital loss and net operating loss from
business operations sustained by a decedent during his last taxable
year are deductible only on the final return filed in his or her be-
half. Such losses are not deductible by his or her estate.

Transfers of property in satisfaction of a pecuniary bequest

Under present law, gain or loss is recognized on the transfer of
property in satisfaction of a pecuniary bequest (i.e., a bequest of a
specific dollar amount) to the extent that the fair market value of
the property at the time of the transfer exceeds the basis of the
property, which generally is the basis stepped up to fair market
value on the date of the decedent’s death.

Income tax exclusion for the gain on the sale of a principal
residence

A taxpayer generally can exclude up to $250,000 ($500,000 if
married filing a joint return) of gain realized on the sale or ex-
change of a principal residence. The exclusion is allowed each time
a taxpayer selling or exchanging a principal residence meets the
eligibility requirements, but generally no more frequently than
once every two years.

To be eligible, a taxpayer must have owned the residence and oc-
cupied it as a principal residence for at least two of the five years
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prior to the sale or exchange. A taxpayer who fails to meet these
requirements by reason of a change of place of employment, health,
or other unforeseen circumstances is able to exclude the fraction of
the $250,000 ($500,000 if married filing a joint return) equal to the
fraction of two years that these requirements are met.

Excise tax on nonexempt trusts

Under present law, non-exempt split-interest trusts are subject
to certain restrictions that are applicable to private foundations if
an income, estate, or gift tax charitable deduction was allowed with
respect to the trust. A non-exempt split-interest trust subject to
these rules would be prohibited from engaging in self-dealing, re-
taining any excess business holdings, and from making certain in-
vestments or taxable expenditures. Failure to comply with the re-
strictions would subject the trust to certain excise taxes imposed on
private foundations, which include excise taxes on self-dealing, ex-
cess business holdings, investments which jeopardize charitable
purposes, and certain taxable expenditures.

REASONS FOR CHANGE

The Committee finds that the estate and generation-skipping
transfer taxes are unduly burdensome on affected taxpayers, and
particularly decedents’ estates, decedents’ heirs, and businesses,
such as small business, family-owned businesses, and farming busi-
nesses. The Committee further believes that it is inappropriate to
impose a tax by reason of the death of a taxpayer. In addition, the
Committee believes that increasing the gift tax unified credit effec-
tive exemption amount and reducing gift tax rates will lessen the
burden that gift taxes impose on all taxpayers and promote sim-
plification for those taxpayers who would no longer be subject to
the gift tax.

EXPLANATION OF PROVISION

Overview of the bill

Beginning in 2011, the estate and generation-skipping transfers
taxes are repealed. After repeal, the basis of assets received from
a decedent generally will equal the basis of the decedent (i.e., car-
ryover basis) at death. However, a decedent’s estate is permitted to
increase the basis of assets transferred by up to a total of $1.3 mil-
lion. The basis of property transferred to a surviving spouse can be
increased (i.e., stepped up) by an additional $3 million. Thus, the
basis of property transferred to a surviving spouse can be increased
(i.e., stepped up) by a total of $4.3 million. In no case can the basis
of an asset be adjusted above its fair market value. For these pur-
poses, the executor will determine which assets and to what extent
each asset receives a basis increase. The $1.3 million and $3 mil-
lion amounts are adjusted annually for inflation occurring after
2010.

From 2002 and through 2010, the estate and gift tax rates are
reduced, the unified credit effective exemption amount are in-
creased (from up to $1 million for lifetime transfers in 2004 to up
to $4 million for deathtime transfers in 2010), the generation-skip-
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ping transfer tax exemption amount is increased, and the state
death tax credit is phased out (and repealed in 2005).

Phaseout and repeal of estate and generation-skipping transfer taxes

In general

In 2002, the 5-percent surtax (which phases out the benefit of the
graduated rates) and the rates in excess of 50 percent are repealed.
In addition, in 2002, the unified credit effective exemption amount
(for both estate and gift tax purposes) is increased to $1 million.
In 2003, the estate and gift tax rates in excess of 49 percent are
repealed. In 2004, the estate and gift tax rates in excess of 48 per-
cent are repealed, the unified credit effective exemption amount for
estate tax purposes is increased to $2 million. (The unified credit
effective exemption amount for gift tax purposes remains at $1 mil-
lion as increased in 2002.) In addition, in 2004, the qualified fam-
ily-owned business deduction is repealed. In 2005, the estate and
gift tax rates in excess of 47 percent are repealed, and the unified
credit effective exemption amount for estate tax purposes is in-
creased to $3 million. In 2006, the estate and gift tax rates in ex-
cess of 46 percent are repealed. In 2007, the estate and gift tax
rates in excess of 45 percent are repealed. In 2009, the unified
credit effective exemption amount for estate tax purposes is in-
creased to $3.5 million. In 2010, the unified credit effective amount
for estate tax purposes is increased to $4 million.

Table 8, below, summarizes the unified credit effective exemption
amounts and the highest estate and gift tax rates under the bill.

TABLE 8.—UNIFIED CREDIT EXEMPTION AMOUNTS AND HIGHEST ESTATE AND GIFT TAX RATES

[Dollars in millions]

Estate and GST

Tax deathtime

transfer exemp-
tion

Highest estate
and gift tax
rates (percent)

Calendar year

2002
2003
2004
2005
2006
2007
2008
2009 45
2010 45
2011 IN/A 240

1Taxes repealed.
2Gift tax only.

-

O W W W N

50
49
48
47
46
45
45

w

Repeal of estate and generation-skipping transfer taxes; modi-
fications to gift tax

The generation-skipping transfer tax exemption and tax rate for
a given year (prior to repeal) be equal the unified credit effective
exemption for estate tax purposes. In addition, as under present
law, the generation-skipping transfer tax rate for a given year will
be the highest estate and gift tax rate in effect for such year.

In 2011, the estate and generation-skipping transfer taxes are re-
pealed. Also beginning in 2011, the top gift tax rate will be 40 per-
cent, and, except as provided in regulations, a transfer to a trust
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will be treated as a taxable gift, unless the trust is treated as whol-
ly owned by the donor or the donor’s spouse under the grantor
trust provisions of the Code.

Reduction in State death tax credit; deduction for State death
taxes paid

From 2002 through 2004, the top State death tax credit rate is
decreased from 16 percent as follows: to 8 percent in 2002, to 7.2
percent in 2003, and to 7.04 percent in 2004. In 2005, after the
state death tax credit is repealed, there will be a deduction for
death taxes (e.g., any estate, inheritance, legacy, or succession
taxes) actually paid to any State or the District of Columbia, in re-
spect of property included in the gross estate of the decedent. Such
State taxes must have been paid and claimed before the later of:
(1) four years after the filing of the estate tax return; or (2) (a) 60
days after a decision of the U.S. Tax Court determining the estate
tax liability becomes final, (b) the expiration of the period of exten-
sion to pay estate taxes over time under section 6166, or (c) the ex-
piration of the period of limitations in which to file a claim for re-
fund or 60 days after a decision of a court in which such refund
suit has been filed becomes final.

Basis of property acquired from a decedent

In general

Beginning in 2011, after the estate and generation-skipping
transfer taxes have been repealed, the present-law rules providing
for a fair market value basis for property acquired from a decedent
are repealed. Instead, a modified carryover basis regime generally
takes effect. Recipients of property transferred at the decedent’s
death will receive a basis equal to the lesser of the adjusted basis
of the decedent or the fair market value of the property on the date
of the decedent’s death.

The modified carryover basis rules apply to: (1) property acquired
from bequest, devise, or inheritance, or by the decedent’s estate
from the decedent; (2) property passing from the decedent to the
extent such property passed without consideration; and (3) certain
other property to which the present law rules apply.42

Property acquired from a decedent is treated as if the property
had been acquired by gift. Thus, the character of gain on the sale
of property received from a decedent’s estate is carried over to the
heir. For example, real estate that has been depreciated and would
be subject to recapture if sold by the decedent will be subject to re-
capture if sold by the heir.

Property to which the modified carryover basis rules apply

The modified carryover basis rules apply to property acquired
from the decedent. Property acquired from the decedent is (1) prop-
erty acquired by bequest, devise, or inheritance, (2) property ac-
quired by the decedent’s estate from the decedent, (3) property
transferred by the decedent to a qualified revocable trust (as de-
fined in section 645), (4) property transferred by the decedent dur-
ing his lifetime in trust with the right reserved to the decedent at

42Sec. 1014(b)(2) and (3).
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all times before his death to make any change to the enjoyment
thereof through the exercise of a power to alter, amend, or termi-
nate the trust,43 (5) property passing from the decedent by reason
of the decedent’s death to the extent such property passed without
consideration (e.g., property held as joint tenants with right of sur-
vivorship or as tenants by the entireties), and (6) the surviving
spouse’s one-half share of certain community property held by the
decedent and the surviving spouse as community property.

Basis increase for certain property

Amount of basis increase.—The bill allows an executor to in-
crease (i.e., step up) the basis in assets owned by the decedent and
acquired by the beneficiaries at death. Under this rule, each dece-
dent’s estate generally is permitted to increase (i.e., step up) the
basis of assets transferred by up to a total of $1.3 million. The $1.3
million is increased by the amount of unused capital losses, net op-
erating losses, and certain “built-in” losses of the decedent. In addi-
tion, the basis of property transferred to a surviving spouse can be
increased by an additional $3 million. Thus, the basis of property
transferred to surviving spouses can be increased by a total of $4.3
million. Nonresidents who are not U.S. citizens will be allowed to
increase the basis of property by up to $60,000. The $60,000, $1.3
million, and $3 million amounts are adjusted annually for inflation
occurring after 2010.

Property eligible for basis increase.—In general, the basis of prop-
erty may be increased above the decedent’s adjusted basis in that
property only if the property is owned, or is treated as owned, by
the decedent at the time of the decedent’s death. In the case of
property held as joint tenants or tenants by the entireties with the
surviving spouse, one-half of the property is treated as having been
owned by the decedent and is thus eligible for the basis increase.
In the case of property held jointly with a person other than the
surviving spouse, the portion of the property attributable to the de-
cedent’s consideration furnished is treated has having been owned
by the decedent and will be eligible for a basis increase. The dece-
dent also is treated as the owner of property (which will be eligible
for a basis increase) if the property was transferred by the dece-
dent during his lifetime to a revocable trust (as defined in section
645). The decedent also is treated as having owned the surviving
spouse’s one-half share of community property (which will be eligi-
ble for a basis increase) if at least one-half of the property was
owned by, and acquired from, the decedent.#* The decedent shall
not, however, be treated as owning any property solely by reason
of holding a power of appointment with respect to such property.

Certain property is not eligible for a basis increase. This in-
cludes: (1) property that was acquired by the decedent by gift
(other than from his or her spouse) during the three-year period
ending on the date of the decedent’s death; (2) property that con-
stitutes a right to receive income in respect of a decedent; (3) stock
or securities of a foreign personal holding company; (4) stock of a

43This is the same property the basis of which is stepped up to date of death fair market
value under present law sec. 1014(b)(3).

44Thus, similar to the present law rule in sec. 1014(b)(6), both the decedent’s and the sur-
viving spouse’s share of community property could be eligible for a basis increase.
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domestic international sales corporation (or former domestic inter-
national sales corporation); (5) stock of a foreign investment com-
pany; and (6) stock of a passive foreign investment company (ex-
cept for which a decedent shareholder had made a qualified elect-
ing fund election).

Rules applicable to basis increase.—Basis increase will be allo-
cable on an asset-by-asset basis (in addition, basis increase could
be allocated to a share of stock or a block of stock). However, in
no case can the basis of an asset be adjusted above its fair market
value. If the amount of basis increase is less than the fair market
value of assets whose bases are eligible to be increased under these
rules, the executor will determine which assets and to what extent
each asset receives a basis increase.

Reporting requirements
Lifetime gifts

A donor is required to provide to recipients of property by gift the
information relating to the property (e.g., the fair market value and
basis of property) that was reported on the donor’s gift tax return
with respect to such property.

Transfers at death

For transfers at death of non-cash assets in excess of $1.3 million
and generally for appreciated property acquired by the decedent
within three years of death for which a gift tax return was required
to have been filed by the donor, the executor of the estate (or the
trustee of a revocable trust) would report to the IRS and any bene-
ficiaries of the estate:

¢ the name and taxpayer identification number of the recipient
of the property,

¢ an accurate description of the property,

e the adjusted basis of the property in the hands of the dece-
dent and its fair market value at the time of death,

¢ the decedent’s holding period for the property,

 sufficient information to determine whether any gain on the
sale of the property would be treated as ordinary income,

e the amount of basis increase allocated to the property, and
e any other information as the Treasury Secretary may pre-
scribe.

Penalties for failure to file required information

Any donor required to provide to recipients of property by gift
the information relating to the property that was reported on the
donor’s gift tax return (e.g., the fair market value and basis of
property) with respect to such property who fails to do so is liable
for a penalty of $50 for each failure to report such information to
a donee.

Any person required to report to the IRS transfers at death of
non-cash assets in excess of $1.3 million in value who fails to do
so is liable for a penalty of $10,000 for the failure to report such
information. Any person required to report to the IRS the receipt
by a decedent of appreciated property acquired by the decedent
within three years of death for which a gift tax return was required
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to have been filed by the donor who fails to do so is liable for a
penalty of $500 for the failure to report such information to the
IRS. There also is a penalty of $50 for each failure to report such
information to a beneficiary.

No penalty is imposed with respect to any failure that is due to
reasonable cause. If any failure to report to the IRS or a bene-
ficiary under the bill is due to intentional disregard of the rules,
then the penalty is five percent of the fair market value of the
property for which reporting was required, determined at the date
of the decedent’s death (for property passing at death) or deter-
mined at the time of gift (for a lifetime gift).

Certain tax benefits extending past the date for repeal of the estate
tax

Prior to repeal of the estate tax, many estates may have claimed
certain estate tax benefits which, upon certain events, may trigger
a recapture tax or other estate tax. Because repeal of the estate tax
is effective for decedents dying after December 31, 2010, these es-
tate tax recapture provisions generally will continue to apply to es-
tates of decedents dying before January 1, 2011.

Qualified conservation easements

A donor may have retained a development right in the convey-
ance of a conservation easement that qualified for the estate tax
exclusion. Those with an interest in the land may later execute an
agreement to extinguish the right. If an agreement to extinguish
development rights is not entered into within the earlier of (1) two
years after the date of the decedent’s death or (2) the date of the
sale of such land subject to the conservation easement, then those
with an interest in the land are personally liable for an additional
tax. This provision is retained after repeal of the estate tax, which
will ensure that those persons with an interest in the land who fail
to execute the agreement remain liable for any additional tax
which may be due after repeal.

Special-use valuation

Property may have qualified for special-use valuation prior to re-
peal of the estate tax. If such property ceases to qualify for special-
use valuation, for example, because an heir ceases to use the prop-
erty in its qualified use within 10 years of the decedent’s death,
then the estate tax benefit is required to be recaptured. The recap-
ture provision is retained after repeal of the estate tax, which will
ensure that those estates that claimed this benefit prior to repeal
of the estate tax will be subject to recapture if a disqualifying event
occurs after repeal.

Qualified family-owned business deduction

Property may have qualified for the family-owned business de-
duction prior to repeal of the qualified family-owned business de-
duction and estate tax. If such property ceases to qualify for the
family-owned business deduction, for example, because an heir
ceases to use the property in its qualified use within 10 years of
the decedent’s death, then the estate-tax benefit is required to be
recaptured. The recapture provision would be retained after repeal
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of the qualified family-owned business deduction and estate tax,
which would ensure that those estates that claimed this benefit be-
fore repeal of the qualified family-owned business deduction and
estate tax would be subject to recapture if a disqualifying event oc-
curs after repeal.

Installment payment of estate tax for estates with an interest
in a closely-held business

The present-law installment payment rules are retained so that
those estates that entered into an installment payment arrange-
ment prior to repeal of the estate tax will continue to make their
payments past the date for repeal.

If more than 50 percent of the value of the closely-held business
is distributed, sold, exchanged, or otherwise disposed of, the unpaid
portion of the tax payable in installments must be paid upon notice
and demand from the Treasury Secretary. This rule is retained
after repeal of the estate tax, which will ensure that such disposi-
tions that occur after repeal of the estate tax will continue to sub-
ject ‘fihe estate to the unpaid portion of the tax upon notice and de-
mand.

Qualified domestic trusts for noncitizen surviving spouses

Under the bill, there will continue to be an estate tax imposed
on (1) any distribution prior to January 1, 2022, from a qualified
domestic trust before the date of the death of the noncitizen sur-
viving spouse and (2) the value of the property remaining in a
qualified domestic trust on the date of death of the noncitizen sur-
viving spouse if such surviving spouse dies before January 1, 2011.

Transfers to foreign trusts, foreign estates, and nonresidents who
are not U.S. citizens

The present-law rule providing that a transfer (during life or at
death) by a U.S. person to a foreign trust or estate generally is
treated as a sale or exchange is expanded. Under the bill, a trans-
fer by a U.S. person to a nonresident who is not a U.S. citizen is
treated as a sale or exchange of the property for an amount equal
to the fair market value of the transferred property. The amount
of gain that must be recognized by the transferor is equal to the
excess of the fair market value of the property transferred over the
adjusted basis of such property in the hands of the transferor.

Transfers of property in satisfaction of a pecuniary bequest

Under the bill, gain or loss on the transfer of property in satis-
faction of a pecuniary bequest is recognized only to the extent that
the fair market value of the property at the time of the transfer
exceeds the fair market value of the property on the date of the de-
cedent’s death (not the property’s carryover basis).

Transfer of property subject to a liability

The bill clarifies that gain is not recognized at the time of death
when the estate or heir acquires from the decedent property subject
to a liability that is greater than the decedent’s basis in the prop-
erty. Similarly, no gain is recognized by the estate on the distribu-
tion of such property to a beneficiary of the estate by reason of the
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liability. This rule does not apply if the transfer is from the dece-
dent’s estate to a tax-exempt beneficiary, which includes (1) the
United States, any State or political subdivision thereof, any U.S.
possessions, any Indian tribal government, or any agency or instru-
mentality of the aforementioned; (2) an organization exempt from
tax (other than a farmers’ cooperative described in section 521); or
(3) any foreign person or entity.

Income tax exclusion for the gain on the sale of a principal residence

The income tax exclusion of up to $250,000 of gain on the sale
of a principal residence is extended to estates and heirs. Under the
bill, if the decedent’s estate or an heir sells the decedent’s principal
residence, $250,000 of gain can be excluded on the sale of the resi-
dence, provided the decedent used the property as a principal resi-
dence for two or more years during the five-year period prior to the
sale. In addition, if an heir occupies the property as a principal res-
idence, the decedent’s period of ownership and occupancy of the
property as a principal residence can be added to the heir’s subse-
quent ownership and occupancy in determining whether the prop-
erty was owned and occupied for two years as a principal residence.

Excise tax on non-exempt trusts

Under the bill, split-interest trusts are subject to certain restric-
tions that are applicable to private foundations if an income tax
charitable deduction, including an income tax charitable deduction
by an estate or trust, was allowed with respect to transfers to the
trust.

EFFECTIVE DATE

The estate and gift rate reductions, increases in the estate tax
unified credit exemption equivalent amounts and generation-skip-
ping transfer tax exemption amount, and reductions in and repeal
of the state death tax credit are phased-in over time, beginning
with estates of decedents dying and gifts and generation-skipping
transfers made after December 31, 2001. The repeal of the quali-
fied family-owned business deduction is effective for estates of dece-
dents dying after December 31, 2003.

The estate and generation-skipping transfer taxes are repealed,
and the carryover basis regime takes effect for estates of decedents
dying and generation-skipping transfers made after December 31,
2010. The provisions relating to recognition of gain on transfers to
nonresidents noncitizens is effective for transfers made after De-
cember 31, 2010.

The top gift tax rate will be 40 percent, and transfers to trusts
generally will be treated as a taxable gift unless the trust is treat-
ed as wholly owned by the donor or the donor’s spouse, effective for
gifts made after December 31, 2010.

An estate tax on distributions made from a qualified domestic
trust before the date of the death of the surviving spouse will no
longer apply for distributions made after December 31, 2021. An
estate tax on the value of property remaining in a qualified domes-
tic trust on the date of death of the surviving spouse will no longer
apply after December 31, 2010.
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B. EXPAND ESTATE TAX RULE FOR CONSERVATION EASEMENTS

(Sec. 551 of the bill and Sec. 2031 of the Code)
PRESENT LAW

In general

An executor can elect to exclude from the taxable estate 40 per-
cent of the value of any land subject to a qualified conservation
easement, up to a maximum exclusion of $100,000 in 1998,
$200,000 in 1999, $300,000 in 2000, $400,000 in 2001, and
$500,000 in 2002 and thereafter (Sec. 2031(c)). The exclusion per-
centage is reduced by 2 percentage points for each percentage point
(or fraction thereof) by which the value of the qualified conserva-
tion easement is less than 30 percent of the value of the land (de-
termined without regard to the value of such easement and re-
duced by the value of any retained development right).

A qualified conservation easement is one that meets the fol-
lowing requirements: (1) the land is located within 25 miles of a
metropolitan area (as defined by the Office of Management and
Budget) or a national park or wilderness area, or within 10 miles
of an Urban National Forest (as designated by the Forest Service
of the U.S. Department of Agriculture); (2) the land has been
owned by the decedent or a member of the decedent’s family at all
times during the three-year period ending on the date of the dece-
dent’s death; and (3) a qualified conservation contribution (within
the meaning of sec. 170(h)) of a qualified real property interest (as
generally defined in sec. 170(h)(2)(C)) was granted by the decedent
or a member of his or her family. For purposes of the provision,
preservation of a historically important land area or a certified his-
toric structure does not qualify as a conservation purpose.

In order to qualify for the exclusion, a qualifying easement must
have been granted by the decedent, a member of the decedent’s
family, the executor of the decedent’s estate, or the trustee of a
trust holding the land, no later than the date of the election. To
the extent that the value of such land is excluded from the taxable
estate, the basis of such land acquired at death is a carryover basis
(i.e., the basis is not stepped-up to its fair market value at death).
Property financed with acquisition indebtedness is eligible for this
provision only to the extent of the net equity in the property.

Retained development rights

The exclusion for land subject to a conservation easement does
not apply to any development right retained by the donor in the
conveyance of the conservation easement. An example of such a de-
velopment right would be the right to extract minerals from the
land. If such development rights exist, then the value of the con-
servation easement must be reduced by the value of any retained
development right.

If the donor or holders of the development rights agree in writing
to extinguish the development rights in the land, then the value of
the easement need not be reduced by the development rights. In
such case, those persons with an interest in the land must execute
the agreement no later than the earlier of (1) two years after the
date of the decedent’s death or (2) the date of the sale of such land
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subject to the conservation easement. If such agreement is not en-
tered into within this time, then those with an interest in the land
are personally liable for an additional tax, which is the amount of
tax which would have been due on the retained development rights
subject to the termination agreement.

REASONS FOR CHANGE

The Committee believes that expanding the availability of quali-
fied conservation easements will further ease existing pressures to
develop or sell environmentally significant land in order to raise
funds to pay estate taxes and would, thereby, advance the preser-
vation of such land. The Committee also believes it appropriate to
clarify the date for determining easement compliance.

EXPLANATION OF PROVISION

The bill expands the availability of qualified conservation ease-
ments by eliminating the requirement that the land be located
within a certain distance from a metropolitan area, national park,
wilderness area, or Urban National Forest. Thus, under the bill, a
qualified conservation easement may be claimed with respect to
any land that is located in the United States or its possessions. The
bill also clarifies that the date for determining easement compli-
ance is the date on which the donation was made.

EFFECTIVE DATE

The provisions are effective for estates of decedents dying after
December 31, 2000.

C. MoDIFY GENERATION-SKIPPING TRANSFER TAX RULES

1. Deemed allocation of the generation-skipping transfer tax ex-
emption to lifetime transfers to trusts that are not direct skips
(Sec. 561 of the bill and Sec. 2632 of the Code)

PRESENT LAW

A generation-skipping transfer tax generally is imposed on trans-
fers, either directly or through a trust or similar arrangement, to
a “skip person” (i.e., a beneficiary in a generation more than one
generation below that of the transferor). Transfers subject to the
generation-skipping transfer tax include direct skips, taxable ter-
minations, and taxable distributions. An exemption of $1 million
(indexed beginning in 1999) is provided for each person making
generation-skipping transfers. The exemption can be allocated by a
transferor (or his or her executor) to transferred property.

A direct skip is any transfer subject to estate or gift tax of an
interest in property to a skip person. A skip person may be a nat-
ural person or certain trusts. All persons assigned to the second or
more remote generation below the transferor are skip persons (e.g.,
grandchildren and great-grandchildren). Trusts are skip persons if
(1) all interests in the trust are held by skip persons, or (2) no per-
son holds an interest in the trust and at no time after the transfer
may a distribution (including distributions and terminations) be
made to a non-skip person.
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A taxable termination is a termination (by death, lapse of time,
release of power, or otherwise) of an interest in property held in
trust unless, immediately after such termination, a non-skip person
has an interest in the property, or unless at no time after the ter-
mination may a distribution (including a distribution upon termi-
nation) be made from the trust to a skip person. A taxable distribu-
tion is a distribution from a trust to a skip person (other than a
taxable termination or direct skip).

The tax rate on generation-skipping transfers is a flat rate of tax
equal to the maximum estate and gift tax rate in effect at the time
of the transfer (55 percent under present law) multiplied by the
“inclusion ratio.” The inclusion ratio with respect to any property
transferred in a generation-skipping transfer indicates the amount
of “generation-skipping transfer tax exemption” allocated to a trust.
The allocation of generation-skipping transfer tax exemption re-
duces the 55-percent tax rate on a generation-skipping transfer.

If an individual makes a direct skip during his or her lifetime,
any unused generation-skipping transfer tax exemption is auto-
matically allocated to a direct skip to the extent necessary to make
the inclusion ratio for such property equal to zero. An individual
can elect out of the automatic allocation for lifetime direct skips.

For lifetime transfers made to a trust that are not direct skips,
the transferor must allocate generation-skipping transfer tax ex-
emption—the allocation is not automatic. If generation-skipping
transfer tax exemption is allocated on a timely-filed gift tax return,
then the portion of the trust which is exempt from generation-skip-
ping transfer tax is based on the value of the property at the time
of the transfer. If, however, the allocation is not made on a timely-
filed gift tax return, then the portion of the trust which is exempt
from generation-skipping transfer tax is based on the value of the
property at the time the allocation of generation-skipping transfer
tax exemption was made.

Treas. Reg. sec. 26.2632-1(d) further provides that any unused
generation-skipping transfer tax exemption, which has not been al-
located to transfers made during an individual’s life, is automati-
cally allocated on the due date for filing the decedent’s estate tax
return. Unused generation-skipping transfer tax exemption is allo-
cated pro rata on the basis of the value of the property as finally
determined for estate tax purposes, first to direct skips treated as
occurring at the transferor’s death. The balance, if any, of unused
generation-skipping transfer tax exemption is allocated pro rata, on
the basis of the estate tax value of the nonexempt portion of the
trust property (or in the case of trusts that are not included in the
gross estate, on the basis of the date of death value of the trust)
to trusts with respect to which a taxable termination may occur or
from which a taxable distribution may be made.

REASONS FOR CHANGE

The Committee recognizes that there are situations where a tax-
payer would desire allocation of generation-skipping transfer tax
exemption, yet the taxpayer had missed allocating generation-skip-
ping transfer tax exemption to an indirect skip, e.g., because the
taxpayer or the taxpayer’s advisor inadvertently omitted making
the election on a timely-filed gift tax return or the taxpayer sub-
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mitted a defective election. Thus, the Committee believes that auto-
matic allocation is appropriate for transfers to a trust from which
generation-skipping transfers are likely to occur.

EXPLANATION OF PROVISION

Under the bill, generation-skipping transfer tax exemption will
be automatically allocated to transfers made during life that are
“indirect skips.” An indirect skip is any transfer of property (that
is not a direct skip) subject to the gift tax that is made to a genera-
tion-skipping transfer trust.

A generation-skipping transfer trust is defined as a trust that
could have a generation-skipping transfer with respect to the trans-
feror (e.g., a taxable termination or taxable distribution), unless:

 the trust instrument provides that more than 25 percent
of the trust corpus must be distributed to or may be withdrawn
by 1 or more individuals who are non-skip persons (a) before
the date that the individual attains age 46, (b) on or before 1
or more dates specified in the trust instrument that will occur
before the date that such individual attains age 46, or (c) upon
the occurrence of an event that, in accordance with regulations
prescribed by the Treasury Secretary, may reasonably be ex-
pected to occur before the date that such individual attains age
46;

e the trust instrument provides that more than 25 percent
of the trust corpus must be distributed to or may be withdrawn
by 1 or more individuals who are non-skip persons and who
are living on the date of death of another person identified in
the instrument (by name or by class) who is more than 10
years older than such individuals;

¢ the trust instrument provides that, if 1 or more individuals
who are non-skip persons die on or before a date or event de-
scribed in clause (1) or (2), more than 25 percent of the trust
corpus either must be distributed to the estate or estates of 1
or more of such individuals or is subject to a general power of
appointment exercisable by 1 or more of such individuals;

e the trust is a trust any portion of which would be included
in the gross estate of a non-skip person (other than the trans-
feror) if such person died immediately after the transfer;

e the trust is a charitable lead annuity trust or a charitable
remainder annuity trust or a charitable unitrust; or

 the trust is a trust with respect to which a deduction was
allowed under section 2522 for the amount of an interest in the
form of the right to receive annual payments of a fixed percent-
age of the net fair market value of the trust property (deter-
mined yearly) and which is required to pay principal to a non-
skip person if such person is alive when the yearly payments
for which the deduction was allowed terminate.

If any individual makes an indirect skip during the individual’s
lifetime, then any unused portion of such individual’s generation-
skipping transfer tax exemption is allocated to the property trans-
ferred to the extent necessary to produce the lowest possible inclu-
sion ratio for such property.

An individual can elect not to have the automatic allocation rules
apply to an indirect skip, and such elections will be deemed timely
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if filed on a timely-filed gift tax return for the calendar year in
which the transfer was made or deemed to have been made or on
such later date or dates as may be prescribed by the Treasury Sec-
retary. An individual can elect not to have the automatic allocation
rules apply to any or all transfers made by such individual to a
particular trust and can elect to treat any trust as a generation-
skipping transfer trust with respect to any or all transfers made
by the individual to such trust, and such election can be made on
a timely-filed gift tax return for the calendar year for which the
election is to become effective.

EFFECTIVE DATE

The provision applies to transfers subject to estate or gift tax
made after December 31, 2000, and to estate tax inclusion periods
ending after December 31, 2000.

2. Retroactive allocation of the generation-skipping transfer tax ex-
emption (Sec. 561 of the bill and Sec. 2632 of the Code)

PRESENT LAW

A taxable termination is a termination (by death, lapse of time,
release of power, or otherwise) of an interest in property held in
trust unless, immediately after such termination, a non-skip person
has an interest in the property, or unless at no time after the ter-
mination may a distribution (including a distribution upon termi-
nation) be made from the trust to a skip person. A taxable distribu-
tion is a distribution from a trust to a skip person (other than a
taxable termination or direct skip). If a transferor allocates genera-
tion-skipping transfer tax exemption to a trust prior to the taxable
termination or taxable distribution, generation-skipping transfer
tax may be avoided.

A transferor likely will not allocate generation-skipping transfer
tax exemption to a trust that the transferor expects will benefit
only non-skip persons. However, if a taxable termination occurs be-
cause, for example, the transferor’s child unexpectedly dies such
that the trust terminates in favor of the transferor’s grandchild,
and generation-skipping transfer tax exemption had not been allo-
cated to the trust, then generation-skipping transfer tax would be
due even if the transferor had unused generation-skipping transfer
tax exemption.

REASONS FOR CHANGE

The Committee recognizes that when a transferor does not expect
the second generation (e.g., the transferor’s child) to die before the
termination of a trust, the transferor likely will not allocate gen-
eration-skipping transfer tax exemption to the transfer to the trust.
If a transferor knew, however, that the transferor’s child might
predecease the transferor and that there could be a taxable termi-
nation as a result thereof, the transferor likely would have allo-
cated generation-skipping transfer tax exemption at the time of the
transfer to the trust. The Committee believes it is appropriate to
provide that when there is an unnatural order of death (e.g., when
the second generation dies before the first generation transferor),



64

the transferor can allocate generation-skipping transfer tax exemp-
tion retroactively to the date of the respective transfer to trust.

EXPLANATION OF PROVISION

Under the bill, generation-skipping transfer tax exemption can
be allocated retroactively when there is an unnatural order of
death. If a lineal descendant of the transferor predeceases the
transferor, then the transferor can allocate any unused generation-
skipping transfer exemption to any previous transfer or transfers
to the trust on a chronological basis. The provision allows a trans-
feror to retroactively allocate generation-skipping transfer exemp-
tion to a trust where a beneficiary (a) is a non-skip person, (b) is
a lineal descendant of the transferor’s grandparent or a grand-
parent of the transferor’s spouse, (¢) is a generation younger than
the generation of the transferor, and (d) dies before the transferor.
Exemption is allocated under this rule retroactively, and the appli-
cable fraction and inclusion ratio would be determined based on the
value of the property on the date that the property was transferred
to trust.

EFFECTIVE DATE

The provision applies to deaths of non-skip persons occurring
after December 31, 2000.

3. Severing of trusts holding property having an inclusion ratio of
greater than zero (Sec. 562 of the bill and Sec. 2642 of the
Code)

PRESENT LAW

A generation-skipping transfer tax generally is imposed on trans-
fers, either directly or through a trust or similar arrangement, to
a “skip person” (i.e., a beneficiary in a generation more than one
generation below that of the transferor). Transfers subject to the
generation-skipping transfer tax include direct skips, taxable ter-
minations, and taxable distributions. An exemption of $1 million
(indexed beginning in 1999) is provided for each person making
generation-skipping transfers. The exemption can be allocated by a
transferor (or his or her executor) to transferred property.

If the value of transferred property exceeds the amount of the
generation-skipping transfer tax exemption allocated to that prop-
erty, then the generation-skipping transfer tax generally is deter-
mined by multiplying a flat tax rate equal to the highest estate tax
rate (which is currently 55 percent) by the “inclusion ratio” and the
value of the taxable property at the time of the taxable event. The
“inclusion ratio” is the number one minus the “applicable fraction.”
The applicable fraction is a fraction calculated by dividing the
amount of the generation-skipping transfer tax exemption allocated
to the property by the value of the property.

Under Treas. Reg. 26.2654—1(b), a trust may be severed into two
or more trusts (e.g., one with an inclusion ratio of zero and one
with an inclusion ratio of one) only if (1) the trust is severed ac-
cording to a direction in the governing instrument or (2) the trust
is severed pursuant to the trustee’s discretionary powers, but only
if certain other conditions are satisfied (e.g., the severance occurs
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or a reformation proceeding begins before the estate tax return is
due). Under current Treasury regulations, however, a trustee can-
not establish inclusion ratios of zero and one by severing a trust
that is subject to the generation-skipping transfer tax after the
trust has been created.

REASONS FOR CHANGE

Complexity can be reduced if a generation-skipping transfer trust
is treated as two separate trusts for generation-skipping transfer
tax purposes—one with an inclusion ratio of zero and one with an
inclusion ratio of one. This result can be achieved by drafting com-
plex documents in order to meet the specific requirements of sever-
ance. The Committee believes it is appropriate to make the rules
regarding severance less burdensome and less complex.

EXPLANATION OF PROVISION

Under the bill, a trust can be severed in a “qualified severance.”
A qualified severance is defined as the division of a single trust
and the creation of two or more trusts if (1) the single trust was
divided on a fractional basis, and (2) the terms of the new trusts,
in the aggregate, provide for the same succession of interests of
beneficiaries as are provided in the original trust. If a trust has an
inclusion ratio of greater than zero and less than one, a severance
is a qualified severance only if the single trust is divided into two
trusts, one of which receives a fractional share of the total value
of all trust assets equal to the applicable fraction of the single trust
immediately before the severance. In such case, the trust receiving
such fractional share shall have an inclusion ratio of zero and the
other trust shall have an inclusion ratio of one. Under the provi-
sion, a trustee may elect to sever a trust in a qualified severance
at any time.

EFFECTIVE DATE

The provision is effective for severances of trusts occurring after
December 31, 2000.

4. Modification of certain valuation rules (Sec. 563 of the bill and
Sec. 2642 of the Code)

PRESENT LAW

Under present law, the inclusion ratio is determined using gift
tax values for allocations of generation-skipping transfer tax ex-
emption made on timely filed gift tax returns. The inclusion ratio
generally is determined using estate tax values for allocations of
generation-skipping transfer tax exemption made to transfers at
death. Treas. Reg. 26.2642-5(b) provides that, with respect to tax-
able terminations and taxable distributions, the inclusion ratio be-
comes final on the later of the period of assessment with respect
to the first transfer using the inclusion ratio or the period for as-
sessing the estate tax with respect to the transferor’s estate.
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REASONS FOR CHANGE

The Committee believes it is appropriate to clarify the valuation
rules relating to timely and automatic allocations of generation-
skipping transfer tax exemption.

EXPLANATION OF PROVISION

Under the bill, in connection with timely and automatic alloca-
tions of generation-skipping transfer tax exemption, the value of
the property for purposes of determining the inclusion ratio shall
be its finally determined gift tax value or estate tax value depend-
ing on the circumstances of the transfer. In the case of a genera-
tion-skipping transfer tax exemption allocation deemed to be made
at the conclusion of an estate tax inclusion period, the value for
purposes of determining the inclusion ratio shall be its value at
that time.

EFFECTIVE DATE

The provision is effective for transfers subject to estate or gift tax
made after December 31, 2000.

5. Relief from late elections (Sec. 564 of the bill and Sec. 2642 of
the Code)

PRESENT LAW

Under present law, an election to allocate generation-skipping
transfer tax exemption to a specific transfer may be made at any
time up to the time for filing the transferor’s estate tax return. If
an allocation is made on a gift tax return filed timely with respect
to the transfer to trust, then the value on the date of transfer to
the trust is used for determining generation-skipping transfer tax
exemption allocation. However, if the allocation relating to a spe-
cific transfer is not made on a timely-filed gift tax return, then the
value on the date of allocation must be used. There is no statutory
provision allowing relief for an inadvertent failure to make an elec-
tion on a timely-filed gift tax return to allocate generation-skipping
transfer tax exemption.

REASONS FOR CHANGE

The Committee believes it is appropriate for the Treasury Sec-
retary to grant extensions of time to make an election to allocate
generation-skipping transfer tax exemption and to grant exceptions
to the statutory time requirement in appropriate circumstances,
e.g., when the taxpayer intended to allocate generation-skipping
transfer tax exemption and the failure to timely allocate genera-
tion-skipping transfer tax exemption was inadvertent.

EXPLANATION OF PROVISION

Under the bill, the Treasury Secretary is authorized and directed
to grant extensions of time to make the election to allocate genera-
tion-skipping transfer tax exemption and to grant exceptions to the
time requirement, without regard to whether any period of limita-
tions has expired. If such relief is granted, then the gift tax or es-
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tate tax value of the transfer to trust would be used for deter-
mining generation-skipping transfer tax exemption allocation.

In determining whether to grant relief for late elections, the
Treasury Secretary is directed to consider all relevant cir-
cumstances, including evidence of intent contained in the trust in-
strument or instrument of transfer and such other factors as the
Treasury Secretary deems relevant. For purposes of determining
whether to grant relief, the time for making the allocation (or elec-
tion) is treated as if not expressly prescribed by statute.

EFFECTIVE DATE

The provision applies to requests pending on, or filed after, De-
cember 31, 2000. No inference is intended with respect to the avail-
ability of relief from late elections prior to the effective date of the
provision.

6. Substantial compliance (Sec. 564 of the bill and Sec. 2642 of the
Code)

PRESENT LAW

Under present law, there is no statutory rule which provides that
substantial compliance with the statutory and regulatory require-
ments for allocating generation-skipping transfer tax exemption
will suffice to establish that generation-skipping transfer tax ex-
emption was allocated to a particular transfer or trust.

REASONS FOR CHANGE

The Committee recognizes that the rules and regulations regard-
ing the allocation of generation-skipping transfer tax exemption are
complex. Thus, it is often difficult for taxpayers to comply with the
technical requirements for making a proper election to allocate gen-
eration-skipping transfer tax exemption. The Committee therefore
believes it is appropriate to provide that generation-skipping trans-
fer tax exemption will be allocated when a taxpayer substantially
complies with the rules and regulations for allocating generation-
skipping transfer tax exemption.

EXPLANATION OF PROVISION

Under the bill, substantial compliance with the statutory and
regulatory requirements for allocating generation-skipping transfer
tax exemption will suffice to establish that generation-skipping
transfer tax exemption was allocated to a particular transfer or a
particular trust. If a taxpayer demonstrates substantial compli-
ance, then so much of the transferor’s unused generation-skipping
transfer tax exemption will be allocated to the extent it produces
the lowest possible inclusion ratio. In determining whether there
has been substantial compliance, all relevant circumstances will be
considered, including evidence of intent contained in the trust in-
strument or instrument of transfer and such other factors as the
Treasury Secretary deems appropriate.
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EFFECTIVE DATE

The provision applies to transfers subject to estate or gift tax
made after December 31, 2000. No inference is intended with re-
spect to the availability of a rule of substantial compliance prior to
the effective date of the provision.

D. EXPAND AND MODIFY AVAILABILITY OF INSTALLMENT PAYMENT
OF ESTATE TAX FOR CLOSELY-HELD BUSINESSES

(Secs. 571 and 572 of the bill and Sec. 6166 of the Code)
PRESENT LAW

Under present law, the estate tax generally is due within nine
months of a decedent’s death. However, an executor generally may
elect to pay estate tax attributable to an interest in a closely-held
business in 2 or more installments (but no more than 10). An es-
tate is eligible for payment of estate tax in installments if the value
of the decedent’s interest in a closely-held business exceeds 35 per-
cent of the decedent’s adjusted gross estate (i.e., the gross estate
less certain deductions). If the election is made, the estate may
defer payment of principal and pay only interest for the first five
years, followed by up to 10 annual installments of principal and in-
terest. This provision effectively extends the time for paying estate
tax by 14 years from the original due date of the estate tax.® A
special two-percent interest rate applies to the amount of deferred
estate tax attributable to the first 5 1 million (adjusted annually for
inflation occurring after 1998) in taxable value of a closely-held
business. The interest rate applicable to the amount of estate tax
attributable to the taxable value of the closely-held business in ex-
cess of $1 million is equal to 45 percent of the rate applicable to
underpayments of tax under section 6621 (i.e., 45 percent of the
Federal short-term rate plus 3 percentage points). Interest paid on
deferred estate taxes is not deductible for estate or income tax pur-
poses.

For purposes of these rules, an interest in a closely-held business
is: (1) an interest as a proprietor in a sole proprietorship, (2) an
interest as a partner in a partnership carrying on a trade or busi-
ness if 20 percent or more of the total capital interest of such part-
nership is included in the decedent’s gross estate or the partner-
ship had 15 or fewer partners, and (3) stock in a corporation car-
rying on a trade or business if 20 percent or more of the value of
the voting stock of the corporation is included in the decedent’s
gross estate or such corporation had 15 or fewer shareholders. The
decedent may own the interest directly or, in certain cases, owner-
ship may be indirect, through a holding company. If ownership is
through a holding company, the stock must be non-readily
tradable. If stock in a holding company is treated as business com-
pany stock for purposes of the installment payment provisions, the
5-year deferral for principal and the 2-percent interest rate do not
apply. The value of any interest in a closely-held business does not

45For example, assume estate tax is due in 2001. If interest only is paid each year for the
first five years (2001 through 2005), and if 10 installments of both principal and interest are
paid for the 10 years thereunder (2006 through 2015), then payment of estate tax would be ex-
tended by 14 years from the original due date of 2001.



69

include the value of that portion of such interest attributable to
passive assets held by such business.

REASONS FOR CHANGE

The Committee finds that the present-law installment payment
of estate tax provisions are restrictive and prevent estates of dece-
dents who otherwise held an interest in a closely-held business at
death from claiming the benefits of installment payment of estate
tax. Thus, the Committee wishes to expand and modify availability
of the provision to enable more estates of decedents with an inter-
est in a closely-held business to claim the benefits of installment
payment of estate tax.

EXPLANATION OF PROVISION

The bill expands availability of the installment payment provi-
sions by providing that an estate of a decedent with an interest in
a qualifying lending and financing business is eligible for install-
ment payment of the estate tax. The bill also provides that an es-
tate with an interest in a qualifying lending and financing business
that claims installment payment of estate tax must make install-
ment payments of estate tax (which will include both principal and
interest) relating to the interest in a qualifying lending and financ-
ing business over five years.

The bill also clarifies that the installment payment provisions re-
quire that only the stock of holding companies, not that of oper-
ating subsidiaries, must be non-readily tradable in order to qualify
for installment payment of the estate tax. The bill also provides
that an estate with a qualifying property interest held through
holding companies that claims installment payment of estate tax
must make all installment payments of estate tax (which will in-
clude both principal and interest) relating to a qualifying property
interest held through holding companies over five years.

EFFECTIVE DATE

The provision is effective for decedents dying after December 31,
2001.

E. ComMPLIANCE WITH CONGRESSIONAL BUDGET AcCT

(Secs. 581 and 582 of the bill)
PRESENT LAW

Reconciliation is a procedure under the Congressional Budget Act
of 1974 (the “Budget Act”) by which Congress implements spending
and tax policies contained in a budget resolution. The Budget Act
contains numerous rules enforcing the scope of items permitted to
be considered under the budget reconciliation process. One such
rule, the so-called “Byrd rule,” was incorporated into the Budget
Act in 1990. The Byrd rule, named after its principal sponsor, Sen-
ator Robert C. Byrd, is contained in section 313 of the Budget Act.
The Byrd rule generally permits members to raise a point of order
against extraneous provisions (those which are unrelated to the
goals of the reconciliation process) from either a reconciliation bill
or a conference report on such bill.
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Under the Byrd rule, a provision is considered to be extraneous
if it falls under one or more of the following six definitions:

(1) It does not produce a change in outlays or revenues;

(2) It produces an outlay increase or revenue decrease when
the instructed committee is not in compliance with its instruc-
tions;

(3) It is outside of the jurisdiction of the committee that sub-
mitted the title or provision for inclusion in the reconciliation
measure;

(4) It produces a change in outlays or revenues which is
merely incidental to the nonbudgetary components of the provi-
sion;

(5) It would increase net outlays or decrease revenues for a
fiscal year beyond those covered by the reconciliation measure;
and

(6) It recommends changes in Social Security.

REASONS FOR CHANGE

This title of the bill contains language sunsetting each provision
in the title in order to preclude each such provision from violating
the fifth definition of extraneity of the Byrd rule. Inclusion of the
language restoring each such provision would undo the sunset lan-
guage; therefore, the “restoration” language is itself subject to the
Byrd rule.

EXPLANATION OF PROVISION

Sunset of provisions

To ensure compliance with the Budget Act, the bill provides that
all provisions of, and amendments made by, the bill relating to es-
tate, gift, and generation-skipping taxes which are in effect on Sep-
tember 30, 2011, shall cease to apply as of the close of September
30, 2011.

Restoration of provisions

All provisions of, and amendments made by, the bill relating to
estate, gift, and generation-skipping taxes which were terminated
under the sunset provision shall begin to apply again as of October
1, 2011, as provided in each such provision or amendment.



VI. PENSION AND INDIVIDUAL RETIREMENT
ARRANGEMENT PROVISIONS

A. INDIVIDUAL RETIREMENT ARRANGEMENTS (“IRAS”)

(Secs. 601-603 of the bill and Secs. 219, 408, and 408A of the Code)
PRESENT LAW

In general

There are two general types of individual retirement arrange-
ments (“IRAs”) under present law: traditional IRAs, to which both
deductible and nondeductible contributions may be made, and Roth
IRAs. The Federal income tax rules regarding each type of IRA
(and IRA contribution) differ.

Traditional IRAs

Under present law, an individual may make deductible contribu-
tions to an IRA up to the lesser of $2,000 or the individual’s com-
pensation if neither the individual nor the individual’s spouse is an
active participant in an employer-sponsored retirement plan. In the
case of a married couple, deductible IRA contributions of up to
$2,000 can be made for each spouse (including, for example, a
homemaker who does not work outside the home), if the combined
compensation of both spouses is at least equal to the contributed
amount. If the individual (or the individual’s spouse) is an active
participant in an employer-sponsored retirement plan, the $2,000
deduction limit is phased-out for taxpayers with adjusted gross in-
come (“AGI”) over certain levels for the taxable year.

The AGI phase-out limits for taxpayers who are active partici-
pants in employer-sponsored plans are as follows.

Taxable years beginning in Phase-out range
Single Taxpayers:

2001 ettt ettt e e e e $33,000—43,000

2002 ... .. 34,000—44,000

2003 ... 40,000-50,000

2004 .., 45,000-55,000

2005 and thereafter .
Joint Returns:

50,000-60,000

D001 cvereeeoeeeer e eeeeeee e s e e e s e e e e e ee e eere e s eeeereeeeseeeeereee $53,000-63,000
D002 oo eeee e e ee oo ee e ee e e e ee e ee e ee e e eereeee 54.000-64,000
2003 oo eeeeee e e s s e e ees e ereeee 60,000-70,000
D004 ceeoeeeeeereeeeeeeeeeeeeeesee s ee e e e see e ee s ee s ee e ee s ees e eereeee 65,000-75,000
2005 cvereveoeeeereeeeeseeeeeeeeeeseeeesee s seeeesees e eeeeeseesreseeeesees e see s eeereeees 70,000-80,000
2006 <verreeoeeeereeeeeseeeeseeeeseesseeeseseeeeseeerseeseseeereseeseseeere e s eeereeee 75.000-85,000

2007 and thereafter ..........ccoovieeeieeeeciie e 80,000-100,000
The AGI phase-out range for married taxpayers filing a separate
return is $0 to $10,000.
If the individual is not an active participant in an employer-spon-
sored retirement plan, but the individual’s spouse is, the $2,000 de-
(71)



72

duction limit is phased-out for taxpayers with AGI between
$150,000 and $160,000.

To the extent an individual cannot or does not make deductible
contributions to an IRA or contributions to a Roth IRA, the indi-
vidual may make nondeductible contributions to a traditional IRA.

Amounts held in a traditional IRA are includible in income when
withdrawn (except to the extent the withdrawal is a return of non-
deductible contributions). Includible amounts withdrawn prior to
attainment of age 59% are subject to an additional 10-percent
early withdrawal tax, unless the withdrawal is due to death or dis-
ability, is made in the form of certain periodic payments, is used
to pay medical expenses in excess of 7%2 percent of AGI, is used
to purchase health insurance of an unemployed individual, is used
for education expenses, or is used for first-time homebuyer ex-
penses of up to $10,000.

Roth IRAs

Individuals with AGI below certain levels may make nondeduct-
ible contributions to a Roth IRA. The maximum annual contribu-
tion that may be made to a Roth IRA is the lesser of $2,000 or the
individual’s compensation for the year. The contribution limit is re-
duced to the extent an individual makes contributions to any other
IRA for the same taxable year. As under the rules relating to IRAs
generally, a contribution of up to $2,000 for each spouse may be
made to a Roth TRA provided the combined compensation of the
spouses is at least equal to the contributed amount. The maximum
annual contribution that can be made to a Roth IRA is phased-out
for single individuals with AGI between $95,000 and $110,000 and
for joint filers with AGI between $150,000 and $160,000.

Taxpayers with modified AGI of $100,000 or less generally may
convert a traditional IRA into a Roth IRA. The amount converted
is includible in income as if a withdrawal had been made, except
that the 10-percent early withdrawal tax does not apply and, if the
conversion occurred in 1998, the income inclusion may be spread
ratably over four years. Married taxpayers who file separate re-
turns cannot convert a traditional IRA into a Roth IRA.

Amounts held in a Roth IRA that are withdrawn as a qualified
distribution are not includible in income, or subject to the addi-
tional 10-percent tax on early withdrawals. A qualified distribution
is a distribution that (1) is made after the five-taxable year period
beginning with the first taxable year for which the individual made
a contribution to a Roth IRA, and (2) which is made after attain-
ment of age 59%2, on account of death or disability, or is made for
first-time homebuyer expenses of up to $10,000.

Distributions from a Roth IRA that are not qualified distribu-
tions are includible in income to the extent attributable to earn-
ings, and subject to the 10-percent early withdrawal tax (unless an
exception applies).#6 The same exceptions to the early withdrawal
tax that apply to IRAs apply to Roth IRAs.

46 Early distribution of converted amounts may also accelerate income inclusion of converted
amounts that are taxable under the 4-year rule applicable to 1998 conversions.
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Taxation of charitable contributions

Generally, a taxpayer who itemizes deductions may deduct cash
contributions to charity, as well as the fair market value of con-
tributions of property. The amount of the deduction otherwise al-
lowable for the taxable year with respect to a charitable contribu-
tion may be reduced, depending on the type of property contrib-
uted, the type of charitable organization to which the property is
contributed, and the income of the taxpayer.

For donations of cash by individuals, total deductible contribu-
tions to public charities may not exceed 50 percent of a taxpayer’s
adjusted gross income (“AGI”) for a taxable year. To the extent a
taxpayer has not exceeded the 50-percent limitation, contributions
of cash to private foundations and certain other nonprofit organiza-
tions and contributions of capital gain property to public charities
generally may be deducted up to 30 percent of the taxpayer’s AGI.
If a taxpayer makes a contribution in one year that exceeds the ap-
plicable 50-percent or 30-percent limitation, the excess amount of
the contribution may be carried over and deducted during the next
five taxable years.

In addition to the percentage limitations imposed specifically on
charitable contributions, present law imposes a reduction on most
itemized deductions, including charitable contribution deductions,
for taxpayers with adjusted gross income in excess of a threshold
amount, which is adjusted annually for inflation annually for infla-
tion. The threshold amount for 2001 is $132,950 ($66,475 for mar-
ried individuals filing separate returns). For those deductions that
are subject to the limit, the total amount of itemized deductions is
reduced by three percent of AGI over the threshold amount, but not
by more than 80 percent of itemized deductions subject to the limit.
The effect of this reduction may be to limit a taxpayer’s ability to
deduct some of his or her charitable contributions.

REASONS FOR CHANGE

The Committee is concerned about the low national savings rate,
and that individuals may not be saving adequately for retirement.
The present-law IRA contribution limits have not been increased
since 1981. The Committee believes that the limits should be
raised in order to allow greater savings opportunities.

The Committee understands that, for a variety of reasons, older
individuals may not have been saving sufficiently for retirement.
For example, some individuals, especially women, may have left
the workforce temporarily in order to care for children. Such indi-
viduals may have missed retirement savings options that would
have been available had they remained in the workforce. Thus, the
Committee believes it appropriate to accelerate the increase in the
IRA contribution limits for such individuals.

EXPLANATION OF PROVISION

Increase in annual contribution limits

The provision increases the maximum annual dollar contribution
limit for IRA contributions from $2,000 to $2,500 for 2002 through
2005, $3,000 for 2006 and 2007, $3,500 for 2008 and 2009, $4,000
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for 2010, and $5,000 for 2011. After 2011, the limit is adjusted an-
nually for inflation in $500 increments.

Additional catch-up contributions

The bill provides that individuals who have attained age 50 may
make additional catch-up IRA contributions. The otherwise max-
imum contribution limit (before application of the AGI phase-out
limits) for an individual who has attained age 50 before the end of
the taxable year is increased by $500 for 2002 through 2005, $1000
for 2006 through 2009, $1,500 for 2010, and $2,000 for 2011 and
thereafter.

Deemed IRAs under employer plans

The bill provides that, if an eligible retirement plan permits em-
ployees to make voluntary employee contributions to a separate ac-
count or annuity that (1) is established under the plan, and (2)
meets the requirements applicable to either traditional IRAs or
Roth IRAs, then the separate account or annuity is deemed a tradi-
tional IRA or a Roth IRA, as applicable, for all purposes of the
Code. For example, the reporting requirements applicable to IRAs
apply. The deemed IRA, and contributions thereto, are not subject
to the Code rules pertaining to the eligible retirement plan. In ad-
dition, the deemed IRA, and contributions thereto, are not taken
into account in applying such rules to any other contributions
under the plan. The deemed IRA, and contributions thereto, are
subject to the exclusive benefit and fiduciary rules of ERISA to the
extent otherwise applicable to the plan, and are not subject to the
ERISA reporting and disclosure, participation, vesting, funding,
and enforcement requirements applicable to the eligible retirement
plan.4? An eligible retirement plan is a qualified plan (Sec. 401(a)),
tellx-sheltered annuity (Sec. 403(b)), or a governmental section 457
plan.

Tax-free IRA withdrawals for charitable purposes

The bill provides an exclusion from gross income for qualified
charitable distributions from an IRA: (1) to a charitable organiza-
tion (as described in sec. 170(c)) to which deductible contributions
may be made; (2) to a charitable remainder annuity trust or chari-
table remainder unitrust; (3) to a pooled income fund (as defined
in sec. 642(c)(5)); or (4) for the issuance of a charitable gift annuity.
The exclusion applies with respect to distributions described in (2),
(3), or (4) only if no person holds an income interest in the trust,
fund, or annuity attributable to such distributions other than the
IRA owner, his or her spouse, or a charitable organization.

In determining the character of distributions from a charitable
remainder annuity trust or a charitable remainder unitrust to
which a qualified charitable distribution from an IRA is made, the
charitable remainder trust is required to treat as ordinary income
the portion of the distribution from the IRA to the trust that would
have been includible in income but for the provision, and as corpus
any remaining portion of the distribution. Similarly, in determining

47The provision does not specify the treatment of deemed IRAs for purposes other than the
Code and ERISA.



75

the amount includible in gross income by reason of a payment from
a charitable gift annuity purchased with a qualified charitable dis-
tribution from an IRA, the taxpayer is not permitted to treat the
portion of the distribution from the IRA that would have been tax-
able but for the provision and that is used to purchase the annuity
as an investment in the annuity contract.

A qualified charitable distribution is any distribution from an
IRA that is made after age 70%2, that qualifies as a charitable con-
tribution (within the meaning of sec. 170(c)), and that is made di-
rectly to the charitable organization or to a charitable remainder
annuity trust, charitable remainder unitrust, pooled income fund,
or charitable gift annuity (as described above).48 A taxpayer is not
permitted to claim a charitable contribution deduction in any year
for amounts transferred from his or her IRA to a charity or to a
trust, fund, or annuity that, because of the provision, are excluded
from the taxpayer’s income. Conversely, if the amounts transferred
are otherwise nontaxable, e.g., a qualified distribution from a Roth
IRA, the regularly applicable deduction rules apply.

EFFECTIVE DATE

The provision is generally effective for taxable years beginning
after December 31, 2001. The provision relating to deemed IRAs
under employer plans is effective for plan years beginning after De-
cember 31, 2002. The provision relating to tax-free IRA with-
drawals for charitable purposes is effective for taxable years begin-
ning after December 31, 2009.

B. PENSION PROVISIONS
1. Expanding coverage

(a) Increase in benefit and contribution limits (Sec. 611 of
the bill and Secs. 401(a)(17), 402(g), 408(p), 415 and 457
of the Code)

PRESENT LAW

In general

Under present law, limits apply to contributions and benefits
under qualified plans (Sec. 415), the amount of compensation that
may be taken into account under a plan for determining benefits
(Sec. 401(a)(17)), the maximum amount of elective deferrals that an
individual may make to a salary reduction plan or tax sheltered
annuity (Sec. 402(g)), and deferrals under an eligible deferred com-
pensation plan of a tax-exempt organization or a State or local gov-
ernment (Sec. 457).

Limitations on contributions and benefits

Under present law, the limits on contributions and benefits
under qualified plans are based on the type of plan. Under a de-
fined contribution plan, the qualification rules limit the annual ad-

481t is intended that, in the case of transfer to a trust, fund, or annuity, the full amount dis-
tributed from an IRA will meet the definition of a qualified charitable distribution if the chari-
table organization’s interest in the distribution would qualify as a charitable contribution under
section 170.
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ditions to the plan with respect to each plan participant to the less-
er of (1) 25 percent of compensation or (2) $35,000 (for 2001). An-
nual additions are the sum of employer contributions, employee
contributions, and forfeitures with respect to an individual under
all defined contribution plans of the same employer. The $35,000
limit is adjusted annually for inflation for cost-of-living adjust-
ments in $5,000 increments.

Under a defined benefit plan, the maximum annual benefit pay-
able at retirement is generally the lesser of (1) 100 percent of aver-
age compensation, or (2) $140,000 (for 2001). The dollar limit is ad-
justed for cost-of-living increases in $5,000 increments.

Under present law, in general, the dollar limit on annual benefits
is reduced if benefits under the plan begin before the social secu-
rity retirement age (currently, age 65) and increased if benefits
begin after social security retirement age.

Compensation limitation

Under present law, the annual compensation of each participant
that may be taken into account for purposes of determining con-
tributions and benefits under a plan, applying the deduction rules,
and for nondiscrimination testing purposes is limited to $170,000
(for 2001). The compensation limit is adjusted annually for infla-
tion for cost-of-living adjustments in $10,000 increments.

Elective deferral limitations

Under present law, under certain salary reduction arrangements,
an employee may elect to have the employer make payments as
contributions to a plan on behalf of the employee, or to the em-
ployee directly in cash. Contributions made at the election of the
employee are called elective deferrals.

The maximum annual amount of elective deferrals that an indi-
vidual may make to a qualified cash or deferred arrangement (a
“section 401(k) plan”), a tax-sheltered annuity (“section 403(b) an-
nuity”) or a salary reduction simplified employee pension plan
(“SEP”) is $10,500 (for 2001). The maximum annual amount of
elective deferrals that an individual may make to a SIMPLE plan
is $6,500 (for 2001). These limits are adjusted annually for inflation
in $500 increments.

Section 457 plans

The maximum annual deferral under a deferred compensation
plan of a State or local government or a tax-exempt organization
(a “section 457 plan”) is the lesser of (1) $8,500 (for 2001) or (2)
33Y5 percent of compensation. The $8,500 dollar limit is increased
for inflation in $500 increments. Under a special catch-up rule, the
section 457 plan may provide that, for one or more of the partici-
pant’s last three years before retirement, the otherwise applicable
limit is increased to the lesser of (1) $15,000 or (2) the sum of the
otherwise applicable limit for the year plus the amount by which
the limit applicable in preceding years of participation exceeded the
deferrals for that year.
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REASONS FOR CHANGE

The tax benefits provided under qualified plans are a departure
from the normally applicable income tax rules. The special tax ben-
efits for qualified plans are generally justified on the ground that
they serve an important social policy objective, i.e., the provision of
retirement benefits to a broad group of employees. The limits on
contributions and benefits, elective deferrals, and compensation
that may be taken into account under a qualified plan all serve to
limit the tax benefits associated with such plans. The level at
which to place such limits involves a balancing of different policy
objectives and a judgment as to what limits are most likely to best
further policy goals.

One of the factors that may influence the decision of an em-
ployer, particularly a small employer, to adopt a plan is the extent
to which the owners of the business, the decision-makers, or other
highly compensated employees will benefit under the plan. The
Committee believes that increasing the dollar limits on qualified
plan contributions and benefits will encourage employers to estab-
lish qualified plans for their employees.

The Committee understands that, in recent years, section 401(k)
plans have become increasingly more prevalent. The Committee be-
lieves it is important to increase the amount of employee elective
deferrals allowed under such plans, and other plans that allow de-
ferrals, to better enable plan participants to save for their retire-
ment.

EXPLANATION OF PROVISION

Limits on contributions and benefits

The bill provides faster annual adjusting for inflation of the
$35,000 limit on annual additions to a defined contribution plan.
Under the provision this limit amount is adjusted annually for in-
flation in $1,000 increments.49

The provision increases the $140,000 annual benefit limit under
a defined benefit plan to $150,000 for 2002 through 2004 and to
$160,000 for 2005 and thereafter. The dollar limit is reduced for
benefit commencement before age 62 and increased for benefit com-
mencement after age 65.

Compensation limitation

The provision increases the limit on compensation that may be
taken into account under a plan to $180,000 for 2002, $190,000 for
2003, and $200,000 for 2004 and 2005. After 2005, this amount is
adjusted annually for inflation in $5,000 increments.

Elective deferral limitations

In 2002, the provision increases the dollar limit on annual elec-
tive deferrals under section 401(k) plans, section 403(b) annuities,
and salary reduction SEPs to $11,000. In 2003 and thereafter, the
limits increase in $500 annual increments until the limits reach
$15,000 in 2010, with annual adjustments for inflation in $500 in-

49The 25 percent of compensation limitation is increased to 100 percent of compensation
under another provision of the bill.
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crements thereafter. The provision increases the maximum annual
elective deferrals that may be made to a SIMPLE plan to $7,000
for 2002 and 2003, $8,000 for 2004 and 2005, $9,000 for 2006 and
2007, and $10,000 for 2008. After 2008, the $10,000 dollar limit is
adjusted annually for inflation in $500 increments.

Section 457 plans

The dollar limit on deferrals under a section 457 plan is in-
creased to $9,000 in 2002, and is increased in $500 annual incre-
ments thereafter until the limit reaches $11,000 in 2006. Beginning
in 2007, the limit is increased in $1,000 annual increments until
it reaches $15,000 in 2010. After 2010, the limit is adjusted annu-
ally for inflation thereafter in $500 increments. The limit is twice
the otherwise applicable dollar limit in the three years prior to re-
tirement.50

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2001.

(b) Plan loans for subchapter S shareholders, partners, and
sole proprietors (Sec. 612 of the bill and Sec. 4975 of the
Code)

PRESENT LAW

The Internal Revenue Code prohibits certain transactions (“pro-
hibited transactions”) between a qualified plan and a disqualified
person in order to prevent persons with a close relationship to the
qualified plan from using that relationship to the detriment of plan
participants and beneficiaries.51 Certain types of transactions are
exempted from the prohibited transaction rules, including loans
from the plan to plan participants, if certain requirements are sat-
isfied. In addition, the Secretary of Labor can grant an administra-
tive exemption from the prohibited transaction rules if she finds
the exemption is administratively feasible, in the interest of the
plan and plan participants and beneficiaries, and protective of the
rights of participants and beneficiaries of the plan. Pursuant to this
exemption process, the Secretary of Labor grants exemptions both
with respect to specific transactions and classes of transactions.

The statutory exemptions to the prohibited transaction rules do
not apply to certain transactions in which the plan makes a loan
to an owner-employee.52 Loans to participants other than owner-
employees are permitted if loans are available to all participants
on a reasonably equivalent basis, are not made available to highly
compensated employees in an amount greater than made available
to other employees, are made in accordance with specific provisions
in the plan, bear a reasonable rate of interest, and are adequately
secured. In addition, the Code places limits on the amount of loans
and repayment terms.

50 Another provision increases the 33%5 percentage of compensation limit to 100 percent.

51Tijtle I of the Employee Retirement Income Security Act of 1974, as amended (“ERISA”),
also contains prohibited transaction rules. The Code and ERISA provisions are substantially
similar, although not identical.

52 Certain transactions involving a plan and S corporation shareholders are permitted.
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For purposes of the prohibited transaction rules, an owner-em-
ployee means (1) a sole proprietor, (2) a partner who owns more
than 10 percent of either the capital interest or the profits interest
in the partnership, (3) an employee or officer of a Subchapter S cor-
poration who owns more than five percent of the outstanding stock
of the corporation, and (4) the owner of an individual retirement
arrangement (“IRA”). The term owner-employee also includes cer-
tain family members of an owner-employee and certain corpora-
tions owned by an owner-employee.

Under the Internal Revenue Code, a two-tier excise tax is im-
posed on disqualified persons who engage in a prohibited trans-
action. The first level tax is equal to 15 percent of the amount in-
volved in the transaction. The second level tax is imposed if the
prohibited transaction is not corrected within a certain period, and
is equal to 100 percent of the amount involved.

REASONS FOR CHANGE

The Committee believes that the present-law prohibited trans-
action rules regarding loans unfairly discriminate against the own-
ers of unincorporated businesses and S corporations. For example,
under present law, the sole shareholder of a C corporation may
take advantage of the statutory exemption to the prohibited trans-
action rules for loans, but an individual who does business as a
sole proprietor may not.

EXPLANATION OF PROVISION

The provision generally eliminates the special present-law rules
relating to plan loans made to an owner-employee (other than the
owner of an IRA). Thus, the general statutory exemption applies to
such transactions. Present law continues to apply with respect to

IRAs.
EFFECTIVE DATE

The provision is effective with respect to years beginning after
December 31, 2001.

(c) Modification of top-heavy rules (Sec. 613 of the bill and
Sec. 416 of the Code)

PRESENT LAW

In general

Under present law, additional qualification requirements apply
to plans that primarily benefit an employer’s key employees (“top-
heavy plans”). These additional requirements provide (1) more
rapid vesting for plan participants who are non-key employees and
(2) minimum nonintegrated employer contributions or benefits for
plan participants who are non-key employees.

Definition of top-heavy plan

A defined benefit plan is a top-heavy plan if more than 60 per-
cent of the cumulative accrued benefits under the plan are for key
employees. A defined contribution plan is top heavy if the sum of
the account balances of key employees is more than 60 percent of
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the total account balances under the plan. For each plan year, the
determination of top-heavy status generally is made as of the last
day of the preceding plan year (“the determination date”).

For purposes of determining whether a plan is a top-heavy plan,
benefits derived both from employer and employee contributions,
including employee elective contributions, are taken into account.
In addition, the accrued benefit of a participant in a defined benefit
plan and the account balance of a participant in a defined contribu-
tion plan includes any amount distributed within the 5-year period
ending on the determination date.

An individual’s accrued benefit or account balance is not taken
into account in determining whether a plan is top-heavy if the indi-
vidual has not performed services for the employer during the 5-
year period ending on the determination date.

In some cases, two or more plans of a single employer must be
aggregated for purposes of determining whether the group of plans
is top-heavy. The following plans must be aggregated: (1) plans
which cover a key employee (including collectively bargained
plans); and (2) any plan upon which a plan covering a key em-
ployee depends for purposes of satisfying the Code’s nondiscrimina-
tion rules. The employer may be required to include terminated
plans in the required aggregation group. In some circumstances, an
employer may elect to aggregate plans for purposes of determining
whether they are top heavy.

SIMPLE plans are not subject to the top-heavy rules.

Definition of key employee

A key employee is an employee who, during the plan year that
ends on the determination date or any of the four preceding plan
years, is (1) an officer earning over one-half of the defined benefit
plan dollar limitation of section 415 ($70,000 for 2001), (2) a 5-per-
cent owner of the employer, (3) a 1-percent owner of the employer
earning over $150,000, or (4) one of the 10 employees earning more
than the defined contribution plan dollar limit ($35,000 for 2001)
with the largest ownership interests in the employer. A family
ownership attribution rule applies to the determination of 1-per-
cent owner status, 5-percent owner status, and largest ownership
interest. Under this attribution rule, an individual is treated as
owning stock owned by the individual’s spouse, children, grand-
children, or parents.

Minimum benefit for non-key employees

A minimum benefit generally must be provided to all non-key
employees in a top-heavy plan. In general, a top-heavy defined ben-
efit plan must provide a minimum benefit equal to the lesser of (1)
two percent of compensation multiplied by the employee’s years of
service, or (2) 20 percent of compensation. A top-heavy defined con-
tribution plan must provide a minimum annual contribution equal
to the lesser of (1) three percent of compensation, or (2) the per-
centage of compensation at which contributions were made for key
employees (including employee elective contributions made by key
employees and employer matching contributions).

For purposes of the minimum benefit rules, only benefits derived
from employer contributions (other than amounts employees have
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elected to defer) to the plan are taken into account, and an employ-
ee’s social security benefits are disregarded (i.e., the minimum ben-
efit is nonintegrated). Employer matching contributions may be
used to satisfy the minimum contribution requirement; however, in
such a case the contributions are not treated as matching contribu-
tions for purposes of applying the special nondiscrimination re-
quirements applicable to employee elective contributions and
matching contributions under sections 401(k) and (m). Thus, such
contributions would have to meet the general nondiscrimination
test of section 401(a)(4).53

Top-heavy vesting

Benefits under a top-heavy plan must vest at least as rapidly as
under one of the following schedules: (1) three-year cliff vesting,
which provides for 100 percent vesting after three years of service;
and (2) two-six year graduated vesting, which provides for 20 per-
cent vesting after two years of service, and 20 percent more each
year thereafter so that a participant is fully vested after six years
of service.54

Qualified cash or deferred arrangements

Under a qualified cash or deferred arrangement (a “section
401(k) plan”), an employee may elect to have the employer make
payments as contributions to a qualified plan on behalf of the em-
ployee, or to the employee directly in cash. Contributions made at
the election of the employee are called elective deferrals. A special
nondiscrimination test applies to elective deferrals under cash or
deferred arrangements, which compares the elective deferrals of
highly compensated employees with elective deferrals of nonhighly
compensated employees. (This test is called the actual deferral per-
centage test or the “ADP” test). Employer matching contributions
under qualified defined contribution plans are also subject to a
similar nondiscrimination test. (This test is called the actual con-
tribution percentage test or the “ACP” test.)

Under a design-based safe harbor, a cash or deferred arrange-
ment is deemed to satisfy the ADP test if the plan satisfies one of
two contribution requirements and satisfies a notice requirement.
A plan satisfies the contribution requirement under the safe harbor
rule for qualified cash or deferred arrangements if the employer ei-
ther (1) satisfies a matching contribution requirement or (2) makes
a nonelective contribution to a defined contribution plan of at least
three percent of an employee’s compensation on behalf of each non-
highly compensated employee who is eligible to participate in the
arrangement without regard to the permitted disparity rules (Sec.
401(1)). A plan satisfies the matching contribution requirement if,
under the arrangement: (1) the employer makes a matching con-
tribution on behalf of each nonhighly compensated employee that
is equal to (a) 100 percent of the employee’s elective deferrals up
to three percent of compensation and (b) 50 percent of the employ-

53 Treas. Reg. sec. 1.416-1 Q&A M-19.

54 Benefits under a plan that is not top heavy must vest at least as rapidly as under one of
the following schedules: (1) five-year cliff vesting; and (2) three-seven year graded vesting, which
provides for 20 percent vesting after three years and 20 percent more each year thereafter so
that a participant is fully vested after seven years of service.
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ee’s elective deferrals from three to five percent of compensation;
and (2), the rate of match with respect to any elective contribution
for highly compensated employees is not greater than the rate of
match for nonhighly compensated employees. Matching contribu-
tions that satisfy the design-based safe harbor for cash or deferred
arrangements are deemed to satisfy the ACP test. Certain addi-
tional matching contributions are also deemed to satisfy the ACP
test.

REASONS FOR CHANGE

The top-heavy rules primarily affect the plans of small employ-
ers. While the top-heavy rules were intended to provide additional
minimum benefits to rank-and-file employees, the Committee is
concerned that in some cases the top-heavy rules may act as a de-
terrent to the establishment of a plan by a small employer. The
Committee believes that simplification of the top-heavy rules will
help alleviate the additional administrative burdens the rules place
on small employers. The Committee also believes that, in applying
the top-heavy minimum benefit rules, the employer should receive
credit for all contributions the employer makes, including matching
contributions.

EXPLANATION OF PROVISION
Definition of top-heavy plan

In determining whether a plan is top-heavy, the bill provides
that distributions during the year ending on the date the top-heavy
determination is being made are taken into account. The present-
law 5-year rule applies with respect to in-service distributions.
Similarly, the bill provides that an individual’s accrued benefit or
account balance is not taken into account if the individual has not
performed services for the employer during the 1-year period end-
ing on the date the top-heavy determination is being made.

Definition of key employee

The bill (1) provides that an employee is not considered a key
employee by reason of officer status unless the employee earns
more than the compensation limit for determining whether an em-
ployee is highly compensated ($85,000 for 2001)55 and (2) repeals
the top-10 owner key employee category. The provision repeals the
4-year lookback rule for determining key employee status and pro-
vides that an employee is a key employee only if he or she is a key
employee during the preceding plan year. An employee who was
not an employee in the preceding plan year, or who was an em-
ployee only for part of the year, is treated as a key employee if it
can be reasonably anticipated that the employee will meet the defi-
nition of a key employee for the current plan year.

Thus, under the provision, an employee generally is considered
a key employee if, during the prior year, the employee was (1) an
officer with compensation in excess of $85,000, (2) a 5-percent
owner, or (3) a l-percent owner with compensation in excess of

55The compensation limit is determined without regard to the top-paid group election.
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$150,000. The present-law limits on the number of officers treated
as key employees under (1) continue to apply.

Minimum benefit for nonkey employees

Under the provision, matching contributions are taken into ac-
count in determining whether the minimum benefit requirement
has been satisfied.>6

The bill provides that, in determining the minimum benefit re-
quired under a defined benefit plan, a year of service does not in-
clude any year in which no key employee or former key employee
benefits under the plan (as determined under sec. 410).

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2001.

(d) Elective deferrals not taken into account for purposes of
deduction limits (Sec. 614 of the bill and Sec. 404 of the
Code)

PRESENT LAW

Employer contributions to one or more qualified retirement plans
are deductible subject to certain limits. In general, the deduction
limit depends on the kind of plan.

In the case of a defined benefit pension plan or a money pur-
chase pension plan, the employer generally may deduct the amount
necessary to satisfy the minimum funding cost of the plan for the
year. If a defined benefit pension plan has more than 100 partici-
pants, the maximum amount deductible is at least equal to the
plan’s unfunded current liabilities.

In the case of a profit-sharing or stock bonus plan, the employer
generally may deduct an amount equal to 15 percent of compensa-
tion of the employees covered by the plan for the year.

If an employer sponsors both a defined benefit pension plan and
a defined contribution plan that covers some of the same employees
(or a money purchase pension plan and another kind of defined
contribution plan), the total deduction for all plans for a plan year
generally is limited to the greater of (1) 25 percent of compensation
or (2) the contribution necessary to meet the minimum funding re-
quirements of the defined benefit pension plan for the year (or the
amount of the plan’s unfunded current liabilities, in the case of a
plan with more than 100 participants).

For purposes of the deduction limits, employee elective deferral
contributions to a section 401(k) plan are treated as employer con-
tributions and, thus, are subject to the generally applicable deduc-
tion limits.

Subject to certain exceptions, nondeductible contributions are
subject to a 10-percent excise tax.

56 Thus, this provision overrides the provision in Treasury regulations that, if matching con-
tributions are used to satisfy the minimum benefit requirement, then they are not treated as
matching contributions for purposes of the section 401(m) nondiscrimination rules.
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REASONS FOR CHANGE

Subjecting elective deferrals to the normally applicable deduction
limits may cause employers to restrict the amount of elective defer-
rals an employee may make or to restrict employer contributions
to the plan, thereby reducing participants’ ultimate retirement ben-
efits and their ability to save adequately for retirement. The Com-
mittee believes that the amount of elective deferrals otherwise al-
lowable should not be further limited through application of the de-
duction rules.

EXPLANATION OF PROVISION

Under the provision, the applicable percentage of elective defer-
ral contributions is not subject to the deduction limits, and the ap-
plication of a deduction limitation to any other employer contribu-
tion to a qualified retirement plan does not take into account the
applicable percentage of elective deferral contributions. The appli-
cable percentage is 25 percent for 2002 through 2010, and 100 per-
cent for 2011 and thereafter.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2001.

(e) Repeal of coordination requirements for deferred com-
pensation plans of State and local governments and tax-
exempt organizations (Sec. 615 of the bill and Sec. 457
of the Code)

PRESENT LAW

Compensation deferred under an eligible deferred compensation
plan of a tax-exempt or State and local government employer (a
“section 457 plan”) is not includible in gross income until paid or
made available. In general, the maximum permitted annual defer-
ral under such a plan is the lesser of (1) $8,500 (in 2001) or (2)
33V percent of compensation. The $8,500 limit is increased for in-
flation in $500 increments. Under a special catch-up rule, a section
457 plan may provide that, for one or more of the participant’s last
three years before retirement, the otherwise applicable limit is in-
creased to the lesser of (1) $15,000 or (2) the sum of the otherwise
applicable limit for the year plus the amount by which the limit ap-
plicable in preceding years of participation exceeded the deferrals
for that year.

The $8,500 limit (as modified under the catch-up rule), applies
to all deferrals under all section 457 plans in which the individual
participates. In addition, in applying the $8,500 limit, contributions
under a tax-sheltered annuity (“section 403(b) annuity”), elective
deferrals under a qualified cash or deferred arrangement (“section
401(k) plan”), salary reduction contributions under a simplified em-
ployee pension plan (“SEP”), and contributions under a SIMPLE
plan are taken into account. Further, the amount deferred under
a section 457 plan is taken into account in applying a special catch-
up rule for section 403(b) annuities.
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REASONS FOR CHANGE

The Committee believes that individuals participating in a sec-
tion 457 plan should also be able to fully participate in a section
403(b) annuity or section 401(k) plan of the employer. Eliminating
the coordination rule may also encourage the establishment of sec-
tion 403(b) or 401(k) plans by tax-exempt and governmental em-
ployers (to the extent permitted under present law).

EXPLANATION OF PROVISION

The provision repeals the rules coordinating the section 457 dol-
lar limit with contributions under other types of plans.57

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2001.

(f) Deduction limits (Sec. 616 of the bill and Sec. 404 of the
Code)

PRESENT LAW

Employer contributions to one or more qualified retirement plans
are deductible subject to certain limits. In general, the deduction
limit depends on the kind of plan. Subject to certain exceptions,
nondeductible contributions are subject to a 10-percent excise tax.

In the case of a defined benefit pension plan or a money pur-
chase pension plan, the employer generally may deduct the amount
necessary to satisfy the minimum funding cost of the plan for the
year. If a defined benefit pension plan has more than 100 partici-
pants, the maximum amount deductible is at least equal to the
plan’s unfunded current liabilities.

In some cases, the amount of deductible contributions is limited
by compensation. In the case of a profit-sharing or stock bonus
plan, the employer generally may deduct an amount equal to 15
percent of compensation of the employees covered by the plan for
the year.

If an employer sponsors both a defined benefit pension plan and
a defined contribution plan that covers some of the same employees
(or a money purchase pension plan and another kind of defined
contribution plan), the total deduction for all plans for a plan year
generally is limited to the greater of (1) 25 percent of compensation
or (2) the contribution necessary to meet the minimum funding re-
quirements of the defined benefit pension plan for the year (or the
amount of the plan’s unfunded current liabilities, in the case of a
plan with more than 100 participants).

In the case of an employee stock ownership plan (